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77 To Qur Shareholders,

2004 was a breakout year for Ixia, as revenues and profits reached record levels. We dramatically
expanded our product line fo address new markets, while deepening the functionality and fechnology
leadership of our core product offering. To complement our continued innovation, we bolstered our
sales and marketing effort by expanding geographically and by targeting certain vertical markets.
The success of these efforts was reflected in consistently improving financial results, and we have now
posted 27 consecutive quarlers of profitability; while at the same time, we have confinued to invest
heavily in our future both through expanding research and development and through highly selective
acquisitions. With the improvement in T spending in late 2004, we enter 2005 a stronger company
with what we expect will be a rapidly growing addressable market.

In 2004, revenues increased 40% to $117 million from the prior year, with growth accelerating in
the second half of the year. While continuing to build our infrasiructure to enable future expansion,
we were able fo grow our botfom line at @ faster rate than our top line with a 117% increase from
the prior year in GAAP net income to $18.9 million, or $0.29 per diluted share. Our strong perform-
ance in 2004 concluded with record fourth quarter revenues of $35.2 million and GAAP net income
of $0.17 per diluted share.

Our success demonstrates Ixia’s clear market leadership in IP network testing by delivering superior
performance and scalability. Our open, mulli-purpose, multi-user platform and the depth of our testing
applications have enabled us o grow our business within our core network equipment manufacturers
customer base, while expanding our sales to new customers. In 2004, we sold our products o over
245 new cusfomers, ranging from large multirnotional enterprises fo government agencies and fech
startups, while also increasing sales to our largest customer — Cisco Systems - by 53%.

The success we experienced in expanding our customer base and growing our business was primarily
driven by a number of fast growing product areas and expansion in geographic markets. These include:
+ Increased features and expanded utilization of our TXS Lload Medules, which integrate

a dedicated CPU per test port
« Rapid adoption of 10 Gigabit per second Ethernet technology in networks
« Continued growth of software sales and expansion of our exisling customer base
« Expansion into key vertical markets, including the government and enterprise markets
« Bolstering the Company’s presence in international markets

One Gigabit per second Ethernet TXS load Modules were our most successful product line in 2004
and eclipsed $10 million in sales in the fourth quarter for the first time in the Company’s hisiory. These
load modules combine wire speed Layer 2-3 traffic generation with frue Layer 4 through layer 7
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session emulation.. Every port features a powerful RISC processor, running the Linux operating system,
and a full suite of protocols, including a TCP/IP stack. This architeciure provides unprecedented per-
formance and flexibility for testing a whole range of content aware devices that require both upper
layer protocol emulation and simultaneous wire-speed packei generation.

As 10 Gigabit Ethernet technology began to be more widely adopted by carriers and large enterpris-
es in 2004, we experienced an even mare aggressive ramp up in sales of our 10 Gig products
than we had experienced in the past with other fechnologies, like 1 Gigabit Ethernet. As a Charter
Member of the 10 Gigabit Ethernet Alliance, Ixia has long been involved in promoting standards-
based 1C Gigabit Ethernet, and we have developed the industry’s most comprehensive 10 Gig
product family. We have recently added to this family by intreducing the  highest density 10 Gigabit
Ethernet test platform available today. The new & port, 10 Gigabit Ethernet Load Module for our inno-
vative Oplixia chassis provides 1.2 Terabit per second toial bandwidth in a single test plaiform. This
capability was developed o meet demand from network equipment manufacturers, and carriers that
are accelerating the deployment of 10 Gigabit Ethernet technology and services. Early adoption of the
Optlixia 10 Gigabit Ethernet solution has clready begun in Asia with a shipment to o large national
carrier that is rolling out a mix of complex data, voice, and video services.

Helping drive our hardware sales in both 1 Gig and 10 Gig technology has been the rapid growth
of our test software sales. Software is a great dooropener info new accounts for Ixia. For example,
a significant portion of our 2004 orders included our IxCharict software product. In late 2004, we
started the migration to an infegrated, modular software product development medel that will substan-
fially decrease the time to market for future, more robust software products. Our new software product
lines are notable for their high performance, functionality, and ease of use with a Windows™ look and
feel. In addition to IxChariot, we had record performances from our IXANVL software product line of
conformance testing tools, and from our routing protocal testing software.

The growth of our software product lines has been instrumental in our expansion into the enterprise
and govemnmeni markets. A primary focus of this expansion has been large, multi-national customers
that are upgrading their networks o support new services, such as Voice over IP, and other bandwidth-
infensive services. These customers, which include companies os diverse as Priceline.com, GE, and
Merrill Lynch, demand exceptional network performance and are using Ixia to perform robust tesfing
before they deploy major additions or changes fo their networks. While our continued success bodes
well for the future, we are still ramping this effort and will continue to focus on new vertical market
opportunities to grow our presence in the enterprise market,
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One such vertical market that has galvanized our sales and markefing efforts is the government market.
In late 2003, we started building a dedicated government sales team to focus on this market, which
is notable for both long sales lead times and long term customer loyalty. Our success over the past
year has been nofable with many government agencies who run large networks, like the Department
of Defense, Department of Transportation, and Space and Naval Warfare Systems Command
(SPAWAR), all buying Ixia equipment in 2004. This growth was complemented by increasing sales 1o
defense contractors such as Boeing, Lockheed Mariin and Northrop Grumman.

A key area of focus for 2005 will be the carrier market. Both IP and Ethernet technologies are migrating
from the Enterprise and Internet fo purpose-built, “utility-grade” IP-based communication networks. These
networks, referred to as “carrier networks,” are run by cable, wireline, and wireless operators and
require a significant level of testing fo assure the reliable provision of triple-play traffic - data, voice,
and video over IP. Carriers are also requiring that their equipment vendors more rigorously and more
comprehensively fest their routers and equipment for these new services.

Along with positive trends in the carrier market, we are confinuing to expand our product base info
new areas that map closely with emerging industry trends, such as Metro Ethernet, Network Security,
and IPv6 technology. These efforts will be complemenied by continuing innovation in our core product
areas, where we are emphasizing both technology leadership and increasing the reliability of our
products. We expect to further supplement our strong internal R&D effort with targeted acquisitions
of focused technology companies. An excellent example of such a targeted acquisition was our pur-
chase of G3 Nova in February of 2004. We integrated G3 Nova's Voice over IP product line info
our sales efforts, complemented with additional sales specialists, launching IxVoice shortly following
the completion of the acquisition, and quickly infegrated the Romanian based development team into
our product development sirategy. The ixVoice product serves a direct need of our core cuslomer base
for robust Voice over IP and telephony festing.

Our acquisifion of G3 Nova also helped us ochieve another of our gocls for 2004, the reduction of
R&D spending as a percentage of revenues. After the accuisition, we added several engineering
feams in Romania that we have oggressively expanded over the last 12 months, extending Ixia’s prod-
uct development capabilities. At the same time, we have continued to selectively increase our engi-
neering team in California and are building a direct research and development effort in India. These
efforts have allowed us to grow our R&D effort, while decreasing R&D spending as a perceniage of
sales from 23% in the first quarter to less than 20% in the fourth quarter of 2004. Moving forward,
we believe that our strong and sustained commitment fo increasing R&D efforts will continue 1o be
integral to our growth.
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Complementing our focus on R&D, we confinue to expand our international sales organization. During
the vear, internctional sales increased by 22%, and we made significant in-toads info new markets.
We have revamped much of our distributor network in countries like Australia, Israel, lialy, and Sweden,
while building out direct teams in key markets, such as China, Japan, India, and the United Kingdom.

Moving forward, we are optimistic that the progress and investments we made in 2004 have created
a solid basis for continued growth. In 2005, we will continue to concentrate on infroducing new
products, investing in R&D, and focusing on delivering strong oottom line results. 1'd like to offer my
sincere thanks to our employees, directors, advisors, partners, customers and shareholders for their
fremendous ongoing support during the past year. We look forward to updating you on our progress
in the coming year.

Sincerely,

Errol Ginsberg
Prasident and Chief Executive Officer
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PART |

ltem 1. Business
Overview

We are o provider of technology and systems that allow our customess to test and measure the performance, functionality, and conformance

of Internet Protocol (IP) equipment ond networks, and the applications that run aver them. Gur solutions generate, capture, characterize, and
analyze high volumes of realistic network band application traffic, exposing problems, assessing performance, and verfying conformance to
industry specificotions. We offer o single hardware platform with interchangeable interfaces, uiilizing o single set of opplications and Application
Programming Interfoces (APIs) which allows our customers to create o fully infegrated, easy-fo-use test bed. The networks our systems analyze
include Ethernet netwarks operating at speeds of up to 10 gigabits per second, which carry data traffic over optical fiber or electrical cable.
Other networks incude Packet over SONET nesworks operating at speeds of up to 10 gigabits per secand which transmit information over high-
speed optical links and Asynchrongus Transfer Mode (ATM) netwarks, operating ot speeds of up to 622 megabits per second. Our telephony test
suite is used to test and verify traditional Time-Division Multiplexing (TDM) voice based networks and Voice over IP technology, devices, and sys-
tems. Our cusfomers olso use Ixin’s performance applications to test and verify web, Intemet, security, ond business applications,

For the year ended December 37, 2004 we have sold to over 535 existing and new customers and our Ethernet interface cards accounted for 65.6%
of our net revenues. Bosed on revenues, for the year ended December 31, 2004, significant customers by category included:

+ Leading network equipment manufacturers such as Cisco Systems, Hewlett Packard, Extreme Netwaorks, Alcatel, and Nortet Networks;
» Semiconductor monufacturers such as intel, Broodcom, Texas Insiruments, Motorola, and Agere;

« Telephony equipment monufacturess such os Ericsson, Cisco Systems, and Ponosonic;

« Internet and network service providers such as NTT, AT&T, Verizon, Comcast, and Level 3;

« Enterprises such os Menifl tynch, Ford Mofor Company, Microsoft, Boeing, and Lockhesd Martin; and

« Government departments and agencies such os Defense Information System Agency (DISA), Joint Interoperability Test Commond
{70, U.S. Army Technology Integration Center (TIC), The Pentagon, and Space and Naval Warfare Systems Command (SPAWAR).

As service providers migrote fo next gensration networks ond globol communications become incrensingly 1P-bosed, we intend to expand our busi-
ness fo meet the growing demand for sophisticated nefwork and application fest solutions. Key creas of growth indude 10 gigabit Ethemet, Voice
over 1P security, enterprise traffic emulation, Web-based application testing, Metro Ethernat, and converged voice, video and data services to the
home. We intend fo maintoin our focus on technology Jendership, expand ond further penetrate our customer base, ocquire new key technology ond
expond our infernational presence.

The Increasing Need for Network and Application Testing and Measurement

The mensurement and anclysis of pesformance, functionality, and confosmance of networks, applications, end communicotion devices is importont fo
the following groups:

« Fquipment Monufocturers. To megt the higher stondords specified by network operators ond network users, equipment monufocturers
who provide infrastructure equipment and systems must ensute the quality of their products during development and manufacturing ond
prior to shipping. Failure ta ensure the consistent performance of their products may result in the lass of customers, increased research
ond development costs, customer sesvice chorges ond losses resulting from the return of products.

« Communications Chip Manufacturers. Communications chip manufacturers require equipment fo evaluate and analyze the performance
of their chips during the design end development phose.
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« Telephony Fquipment Manufocturers. Telephony equipment manufactursrs provide devices and infrastructure equipment and must ensure
not only the quality of their products during development and monufacture, but also the conformance of their products to strict industry
standards, This is critical for interoperability between various vendars” equipment, as well as to ensure that traditional TDM based voice
networks operate in conjunction with 1P based technalogies such as Voice over 1P

« Internet and Network Sarvice Providers. Internet and netwatk service praviders seek to provide network users with the high quality
network services they demond. Failure to provide satisfactory service can be costly and may result in the loss of customers. To ensure
desired service levels are met, Infernet ond nefwork service providers must verify the performonce and conformance of nefwork equip-
ment during the product and systems salection process prior o deployment.

« Network Users. Network users such os lorge businesses increasingly use specialized systems in order o verify thot they are receiving
the level of service that they have contracted to recaive from Internet and netwark service providers. Thay also increasingly use these
systems to measure the performance of their own netwarks before new equipment or applications are deployed in the network.

« Government Agencies. Government departments and agencies depend on test solutions to perform qualification and pre-deployment
testing of network systems, profocals, and software applications running on their nefworks.

Characteristics Demanded of Network and Application Test and Measurement Equipment

As netwarks and network devices become increasingly more sophisticated, the need for performance, functionality, and conformance testing is
becoming increasingly important. Network testing solutions must also be highly scaluble and copable of generating and analyzing lorge amounts
of doto of high speeds over incrensingly complex configurations. Comprehensive, integrated testing must occur throughout network design,
development, production, deployment and operation stages. Because this testing and verffication must take place across multiple layers of the
network infrastructure and for ol network protocols, network festing solutions ore also required to be highly flexible and madular. This rapid
evolution of complex network fechnologies ond protocols, including next generation technologies such os 10 Gigabit Ethernet, Metro Ethernet,
Vaice over [P, and Video over IP has resulted in the need for an integrated, single platform solution that is easy to use with minimal fraining and setup.

The Ixia Solution

We are o provider of technology ond systems shat ollow our customers fo test ond measure the performonce, functionofity, and conformance of
Internet Pratocol (IP) equipment and networks, and the applications that run over them. Qur solutions generate, capture, characterize, and one-
lyze high volumes of realistic network and application traffic, exposing problems, assessing performance, and verifying conformance to industry
specifications. The netwarks our systems cnalyze include Ethernet networks operating ot speeds of up 1o 10 gigohits per second, which camry
data traffic over optical fiber or electrical cable. Other networks include Packet over SONET networks aperating ot speeds of up to 10 gigabits per
second which fransmit information over high-speed optical links and Asynchronous Tronster Mode (ATM) netwarks, operating ot speeds of up to
622 megabits per second. Our felephony lest suite is used to test and verify troditional Time-Bivision Multiplexing (TDM) voice bosed networks
and Vaice over 1P technalogy, devices, and systems. Qur customers also use Ixia’s performance applications to test and verify web, Infernet,
security, and business applications. Ixin offers a single hardware platform with interchangecble interfaces, utilizing o single set of applications
and Application Programming Interfoces (APls) which allows our customers to create o fully integroted, easyo-use test bed.,

Our systems provide the following key benefits to our customers:

High Performance. Qur systems generate and receive dato traffic at wire speed, which is the maximum rate that date fraffic can be transmitted over
the netwark. Our systems provide accurate analysis across multiple loyers of the overall network and of individual network components in reaHime,
that is, os the mansmission is actually occurring. Our systems can be configured to either generate packets of doto, fo group those packets info ses-
sions, of to generate pseudo random binary sequences.

When configured to generate packets of data, our systems onalyze each discrete packet of information, thereby offowing our customers to precisely
measure the performance of their networks and individual network components. This predision allows customers fo accurately measure critical quality
of service parameters such as throughput, latency, loss and itter and fo check data integrity and packet sequence throughout the netwark, os well
05 o locote various network problems.
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When canfigured to group packets of data into meaningful sessians, or conversations between computers, our systems emulate highly complex and
speciolized opplications such as those used to transfer elecironic mail, browse the Intemst and monage datoboses. This emulotion allows our cus-
tomers to accurately measure critical characteristics of their networks such as session setup rate, session tear down rate ond session capacity.
When configured to generate pseudo random bit streoms, our systems anolyze each individuol bit to measure the bit error rafe of fest sequences,
thereby aflowing our customers fo precisely measure critical physical transport choracteristics of thair networks. Qur systems also aflow users to pre-
isely repent complex test scenorios in order to evoluate the impact of changes mode fo network equipment and systems.

Highly Scolabl. Each of our interfoce cords provides one or more ports through which our systems generate and receive doto traffic. Eoch physicol
port confains its own dedicated logic circuifs, with no shared resources. Gur customers can easily scale the size of their test or the amount of duta
traffic generated by inserting addifional inferface cards. By connecting multiple chassis ond synchrenizing up to thousands of ports to operate
simultaneously, our customers can simulate {orge-scale networks. We believe that our systems offer our customers the highest port density and
therefare the most scalable systems available. In addifion, our client-server architecture allows muliiple users in the some or different geographic
locations to simultaneausly access and operate differant ports contained in the some chassis.

Highly Customizable. Each of our current generation of interface cords includes o micropracessor for each interfoce port. This microprocessor uses the
LINUX aperating system, enchling Ixia to rapidly develop est applications and to recompile code from our pariner companies or acquisitions for use
on the Ixia platform. In addition, cur users can run their existing software applications on their ixia hardware, or write new software applications for
it. We believe that the use af this apen and wellknown operating system makes it easy for aur customers to customize their performance analysis
systems to their specific neads.

Single Hardware Platform. Our solution operates on  single hardware platform with interchangeable interfaces, utiizing a single set of applications
and Application Programming Interfaces (APIs). This architecture offers aur customers o fully integrated test bed which increases productivity ond
reduces training requirements. Ixia's architecture enables the emulation of millions of network usess on  single scaloble platform, with o mixture of
both network and application layer traffic.

Highly Modular. Our hardware products consist of stackable and portable chassis, which, depending on the chassis model, can be configured
with ony mix of up 1o 16 of our inferfoce cards. This modular design ollows our customers to quickly and eosily crente complex and custom test
confiqurations. Our systems also allow for the convenient integration of additional network technologies into existing systems through the addi-
tion of specific inferfoce cords.

Flexibility. Our customers con easily reconfigure our systems 1o oddress changing technologies, protocols and epplications withour changing system
hordware or replacing interfoce cards. For example, a customer can reconfigure our systems thiough software changes downlooded from our wetr
site. A customer might downlood these changes to test new netwark protocols or types of equipment.

Open Architecture. Our open architecture allows our customers to quickly infegrate technologies info our unified platform. Our customers use our APls
and Software Development Kit (SDK) to centrally manage, profect, automate, ond extend their customized testing methodologies.

Fase of Automation. Qur systems make it easier fo create outomated tests that can run unattended on nights, weekends, ond holidays. We offer
our customers a fibrary of automated fests that simplify and streamiine the test process. These tests are repeatable and the results ore presented in
a shuctured format for eosy analysis. fxia's Tool Command Lenguage (Tel) Applicafion Programming Interface (API) is  comprehensive progremming
interfoce to the Ixia hardware, os well os to Ixia software applications. The Tcl APl enables libraries of cutomated tests to be quickly built with speci
ficity to a customer’s environment, We also offer o utility that exports configurations created in Ixia’s graphical user intesface (6UI) as Tel scripts.

Fase of Use. We have designed our systems so that users can install and operate them with minimol training end setup. Our systems ore sasy to

use ond offer our customers a wide range of readily accessible pre-designed fest configurations. These fests include indusiry standard and applice-

fion-specific tests. Users can easily configure and operate our systems to generate and analyze dato toffic over any combination of inferfuce cards
or ports through our graphical user interface that features a familiar Microsoft Windows point-and-dlick environment. Our systems also support the

commonly used Tool Command Language (Tcl) for progromming, which allows users to create cwstom and outomated festing opplications taflored

to meet their specific requirements.
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Strategy

Qur objective is t be the industry leadar in providing performance, functionality, and conformance testing solutions for IP netwarks and IP based
services. This includes next generation sechnologies such os 10 gigabit Ethemnet, Meto Etheret, Voice over IR and Video over IP. Key elements of
our strategy to achieve this objective include the following:

Continve fo Expand Our Addressable Markets. We plan to further expand our oddressable markets into areas of network growth, such as content-
aware routing ond switching, secure virtual private networks, networks that carry Voice over IP, and next-generation networking technologies.
We believe thot we can leverage our rore compefendies in high-speed transmission protocols info leadership posifions as these markets
expand and mature.

Maintain Focus on Technology Leadership. We intend to confinue to focus on research and development in order to maintain our techralogy leader
ship position and to offer performance analysis systems that address new and evolving network technologies. We infend to maintain an active role
in industry standards committees such as the Internet Engineering Task Force and to continue our active invalvement in industry forums such as the
Metro Ethermet Forum. We also plan 1o continue fo wark dosely with customers who ore developing emerging network technologies, including Cisco
Systems, Hewlett Packord, NTT, Alcatel, and Nortel Networks, us well os leading edge stortup companies, to enhance the performance and function-
dlity of our existing systems and to design future products that specifically address our customers” needs os they evolve.

Expand and Further Penetrate Customer Base. We plon to srengthen ond further penetrate our existing custamer relationships, parficularly those
with network and telephony equipment manufacturers, and to pursue sales to new customers. For example, the U.S. Government, Microsoft, Menill
Lynch, and Ford Mator Company currently use our systems fo verify the performance and reliability of netwark equipment befare deplayment in their
networks. We believe we hove the potential o increase sales to enterprise customers as they focus on opfimizing their networks for use with eir
unique applications, as well as maximizing their return on investment from existing networks by utilizing our suite of netwatk application verification
products. We plan to strengthen our customer relationships ond to expond our cwstomer base by:

« Continuing fo develop and offer new ond innovative systems that mest our existing and potential customers’ neads;
« Expanding our soles and marketing efforts; ond
« Building upon and further strengthening our reputation and brand name recognifion.

We also plan to continue our focus on customer support by maintaining ond expanding the capabilities of our highly qualified and specialized internal
customer engineering group. This group of technically trained professionals provides our customess with support and essistance, including assistance
with their performance validation requirements and available on-ite fraining and support.

License and Acquire Key Technologies. We plan to continue our shrotegy of acquiring key technologies that expand our product offerings, address
customer needs, and enhance the breadth of our evalving praduct portfalio. Any such acquisitions may be made in the form of partnering with
industry leaders, acquiring or licensing fechnology assets associated with product fines, or acquiring other companies. In February 2004, we
acquired al of the cutstanding copital stock of 63 Nova Technology, Inc. (“63 Nova”) which develops and sells voice and Vaice aver IP test toals.
In December 2004, we onnounced the acquisition of the remaining assets and unrestiicted, globol rights o Chariot®, the application emulation
testing product line from Netl@, effective January 1, 2005.

Expand International Market Presence. We plan fo pursue sales in key international markets, induding Eurape, the Middle Fast and Africo and the
Asia Pacific region. In order to pursue sales in these markets, we intend fo continue fo develop and expand our relationships with key customers ond
dishributars. In 2004, we expanded our sales and support team in Europe, srael, and China and plan further expansion in these areas in 2005.

Products

Qur product line is made up of network traffic generation and performance analysis systems thot simulate large-scale networks and of stond-olone
software applications that allow our customers to verify the functionality and conformance of their products to industry stondards. Our systems con-
sist of interchangeable interface cards which fit info o multislot chassis. Our chassis are metal cases that incorporate o computer, o power supply and
a backplane which connects the interface cards to the chagsis. The inferface cards generate, receive and analyze data traffic. The software for these
systems includes management software and application-specific fest suites.
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The operator can utilize our anglysis systems in either test labs or within networks. Our systems are opesated through standard computer peripherol
devices. These devices include o monitor, keyhoord and mouse. The operator of our systems establishes test porameters for the performance analysis
by inputting duta using the keyboard ond mouse. The operator observes the results of the performance analysis using the monitor ond moy log
results to fites for post-analysis or archival.

The operator configures our systems based on the specific interfaces of the network equipment being tesied. For exomple, if the operator wanfs fo
anolyze the performance of a router with Ethernet inferfaces, the operator would insert Ethernef inferface cards into our system.

Chassis

Qur primory chossis, the 1XI1A 16007 ond the IXIA 4007, ore highly scaloble ond con be configured with ony combinotion of our interfoce cords. Any
mix of up to 256 IXIA 16007 and IXIA 400Ts con be linked fogether ond fime-synchronized fo support o diverse sange of complex fest configure-
fions. The IXIA 1600T is ¢ 19-inch rack-mountable 1 é-slat chassis, and the 1XIA 4007 is a campact portable fourslot chassis.

Qur highest port density chassis, the Gptixia, can be configured with Gigabit Etheret interface cards and can be similarly finked together and fime-
synchronized with other chassis. The Optixic is a 1%-inch rack-mountable 10-slat chassis which can support up o 240 ports of 10,/100,/1000
megobits per second Ehemet.

We also offer the Ixia 250 chassis. The Ixia 250 is an integrated system offering complete Yaptap computer functionality, including an integrated
keyboard, mouse ond monitor, with slofs to accommodate up to two of our interfoce cords ond on additional buiitin 10/100,/1000 megabits per
second Ethernet test port.

Interfoce Cords

Each one of our interface cords contains from one to twenty-four independent traffic generation end analysis ports. These ports operate ot wire
speed, the maximum rate that data traffic can be transmitted over the network. Eoch port on each interfuce card hos o unigue transmit sfream
engine that is used to generate either packets of information or pseudo random bit streams, and a rea-ime receive analysis engine capable of
onalyzing the packets or bit streams os they ore being received. The transmit streom engine generates millions of Intemet protocol dato pockets
or continuous test sequences at wire speed that are fransmitted through the network ond received by the analysis engine. When data packefs
have beer generated, the analysis engine then measures throughput, latency, loss and itter, and checks data integrity ond packet sequence on
0 pocket-hy-pocket bosis. When bit streams have been generoted, the onalysis engine measures the bit error rate of test sequences. In addition,
our systems measure the effectiveness of networks in prioritizing different types of traffic. Each of our current generation interface cards also
includes @ microprocessor per port to generate and analyze sophisticated rauting protocals, such as BGP and OSPF, as well as application traffic
such os TCP/IP, HITP gnd SSL.

The following tables describe our opfical and electrical interface cards. The “Physical Interface Type” column distinguishes between aptical interface
cords copable of transmitting dota otfic over fiber optic cobles ond electrical interface cords copable of transmitting doto over copper cobles. The
“Transmission Speed” column identifies the speed at which data is sent out of and received by each port on the interfoce cards, ond the “Number
of Ports per Interface Card” column identifies how many ports are contained on  single card.

Interface Cards

Product Families Physical Interfuce Type Transmission Speed Number of Ports per Interface Card
10 Gigabit Ethernet

TOGBASER (LAN) Optical 10.3 Gbps ]

106BASEW (WAN) Opfica 9.953 Ghps |

XENPAK (with modular fiber-

tyne fransceivers) Optical 10.3 Ghps 1

B — |
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Product Families Physical Interface Type Transmission Speed Number of Ports per Interfoce Cord
Gigabit Ethernet

XFP (with modular fiber

type transceivers) Optical 10.3 Ghps ]
XAU! Flectrical 12.5 Ghps ]
TOGUEF-FEC Optical 11.1 Ghps 1
1000SFPS4 (with modular fiber-

type transceivers) Optical 1.25 Ghps 4
1000TX54 Electrical 10/100,/1000 #bps 4
1000STX54 Optical/Electrical 10/100/1000 Mbps 4
ELMT0008TZ _ Flectrical 10/100/1000 Mbps 2
ALM1000T8 Flectrical 10/100,/1000 Mbps 8
PLM1000T4-PD Electrical 10,/100,/1000 #hps 4
OLMT000STX24 Electrical 10,/100,/1000 Mbps pL
OLMT000STXS24 Flectrical 10/100,/1000 Mbps %
Ethemet and Fost Ethemet

1007XS8 Electrical 10/100 Mbps 8
Packet over SONET/SDH

0012¢/3¢ Optical 622/155 Mbps 2
0C-48¢ Opfical 2.488 Ghps 1
0C192¢ Optical 9.953 Ghps ]
ATM

0C12¢/3¢ Opfical 622/155 Nbps 2
Bit Error Rate Testing

0C48¢ Optical 7.488 Gbps [
0CG192 Opfical 9.953 Ghps ]

System Management Software

Qur systems are managed through graphical user interfaces which allow users fo configure our chassis and inferface cards in order fo generate and
onolyze troffic. Each port can be independently configured to meet specific testing requirements and results con be viewed using both tobles and
graphs. We also allow users to create custom and automated test applications failored fo meet their specific requirements using the commonly used
Tool Command Language (T} programming environment,

Application Specific Test Suites

We have a lorge suite of software applications that measure ond onalyze the performance, conformance and functionality of networks, network
equipment and applications that run on these networks. These measurements enoble network equipment manufocturers, enterprises, Infemet and
network service providers, governments, and enferprises to evaluate the perfarmance of their equipment during design, manufacture, and before
the equipment is deployed in o network. Our opphicotion-specific test suites include the following:
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IxAccess Performance Applicotion. fxia's IxAccess Performance Application offers performance and scalobility analysis of Internet and network edge
aggregation equipment. The IxAccess Performance Application emulates PPPoX client sessions with data raffic greatly simplifying testing by elimi-
nating the need to configure thousands of individual clients. The IxAccess Performance Application is supported on the current generation of our
Gigabit Ethernet and 10,/100 megabits per second Ethernet interface cards and the ATM interface card.

IeANVL — Autornated Network Validation Library. The IXANYL test suite validates the protocal implementations and operational rabustness of net-
working devices by defermining how well a network device’s protocol implementation adheres to the specifications of o specific protocol. This
stand-alone test suite provides functional tests that follow individual statements within protocol specifications to assess conformance, as well as
negafive tess that check how a product handles bodly formatted pockets or pockets sent in n arder other than the specified one.

IChariot Application. The IxChariot product family offers Koffic pottern analysis and decision support tools which smulate reql world application dota.
IxChariot offers application assessment and device festing by emulating hundreds of protocols across thousands of network endpaints as well as by
providing the obifity to predict the expected performance charocteristics of opplications sunning on wired and wireless netwarks,

Ixlood Application. The IxLood Performance Applicotion offers o scaloble solufion fo assess the performance of content-oware devices ond nefworks.
IxLond creates reakworld traffic scenarios at the TCP (Layer 4 of the G model) and application layers (Layer 7) by emulafing clients and servers for
o voriety of protocols including HTTR SSL, FTP Mail (SMTP. POP3) ond Streoming (RTP, RTSP} protocols. This test suite is supporfed on the curent
generation of our Gigabit Ethernet and 10,100 magabits per second Ethernet interface cords and the Application Lood Module.

{xRouter Application. Gur xRouter Application offers a complete system for validation of advanced routers that direct dota fraffic throughout the
Internet ond ore being deployed by Infemet service providers. It provides the obility to generote and receive doto traffic o wire speed. The Router
Tester provides an integroted mix of ATM, Pocket over SONET, 10 Gigabit Ethernet, Gigabit Ethernet and 10/100 megabits per second Ethernet inter-
foces. Utilizing routing protocol emulation software based on IP version 4 and IP version 6 RIP, RIPng, 1SS, OSPF, ond BGP-4, us well os 1P
Multicast, MPLS, LOP RSYP-TE, VPLS, Layer 2 YPNs, and Layer 3 YPNs, our tester can simulate the data froffic of miflions of users fo oufomafically
configure the routing table within o single router or within  network of routers. Qur system thereby provides performance and reliability testing of
the router or network of routers in realistic conditions.

IxScripthtate Application. The [xScriptMate Application is o customizable test tool to automate the performance, scolability, and functione! testing
of network devices. The IxScriptMate Application provides o simple-to-use Graphical User Interface to configure custom automated test scenorios
ond analyze test results. It offers o suite of pre-built tests based on industry standard RFCs and customer requirements. These suites include
Benchmarking Methadology for Netwark Interconnect Devices (RFC-2544) Test Suite, LAN Switching Devices (RF(-2889) Test Suite, Quality of
Service (QoS) Test, and the 1P Multicast Test Suite. Test results are collected and presented in various formats including reaktime graphs presenting
test execution pragress, formatted reports for detailed post-test analysis, color<oded indications of test trial pass,/fail cutcome, and defaled test
execution lags. The IxScriptMate Application is wiitten in the commonly used Tool Command Languoge (Td).

IxVoice Voice,/VoIP/PSTN Application. Qur 1xVoice Voice/VolP /PSTN Application provides o unified VolP and PSTN test solution. It offers
scalable fest libraries to addresses common Voice aver IP protacols including SIP, SCCP (Skinny), H.323, MGCP as well os TOM and analog
telephony services.

IXVPN Performance Application. Ixia's 1xVPN Performance Application offers a scalable performance analysis solution for validating the performance
of 1PSec VPN gatewoys. The IxVPN Parformance Application uses aur Encryption Load Module (ELM) which has dedicated security processors. Each
port implements o full IPSec and IKE protoco! stack ond con emulate thousands of Secure Gateways and dients, creting thousands of 1PSec funnels.
Using multiple parts, a single Ixia fest system can scale fo test the large scale 1PSec VPN gateways and networks.
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Products in Development

We continue to develop our P netwark testing and throughout 2005 we intend to remain focused on improving our position in conformance,
functional, and performance testing ir: the following technclogy areas:

« Gigobit Ethemet
« 10Gigabit Etheret
o Metro Ethemet

< ATM

oloyerd -7

« MPLS

« Multicast

« 1Pyt

« Vaice over [P

« Video over IP
«IPSec

- SSL

« Denial of Service
o WitFi

« Wilax

We may delay or cancel the introduction of new products to the market as a result of o number of factors, some of which are beyand our control.
For mare information regarding these factors, see “Business - Research and Development” on page 13 and “Risk Factars — If we are unable to
successfully introduce new products to keep pate with the rapid technologicol changes that characterize our market, our results of aperations will
be significantly harmed” on page 25.

Technology

The design of all of our systems requires o combination of sophisticated technical competencias, including design of field programmable gate arrays,
or FPGAs, which are integrated circuits that con be repeatedly reprogrammed to perform different sets of functions as required. The design of off of
our systems also requires high-speed digital hardware design, software enginesring and optical and mechanical engineering. We have built an
orgonization of professional staff with skills in off of these areos. The integration of these fechnical competencies enables us to design and man-
ufacture performance analysis systems which ore highly scalable to meer the needs of our customers.

Complex Logic Design. Qur systems use field programmable gote arrays that are programmed by the host computer and therefore con be reconfig-
wred for different applications. Qur newest products have dock frequendies, which are the timing signals that synchronize ofl components within our
system, of up to 344 megahertz, and logic densities, which are the number of individual switching companents, or gates, of more than four million
gates per chip. Qur customers can download new features and enhancements from our website using a web browser that runs on our system, there-
by allowing rapid updotes of the system. Almost oll of our logic is designed in the VHDL hardware description language, which is a unique program-
ming language tailored to the development of logic chips. This language enables the easy migration of the hardware design to application specific
infegrated circuits os volumes warrant. We develop YHDL code in o modulor fashion for reuse in logic design, which comprises o aifical porion of
our infellectual property. This reusable technology allows us to reduce the fime-to-market for our new and enhanced products.

Software Technolagy. We devote substantial engineering resources to the development of software technology for use in our product lines. We
have developed software to control aur systems, analyze data callected by our systems, and monitor, maintain and selftest our hardware and field
programmable gate array subsystems. A majority of our software technology and expertise is focused on the use of object-oriented development
technigues to design software subsystems that can be reused across multiple product lines. These abjects are client and server independant aflow-
ing for distributed netwaork applicotions. This software architecture ollows oll of the software tools developed for our existing products fo be ufilized
in off of our new products with very little medification. Another important component of our software technology is our grophical user inferface
design. Customer experience with our test products hos enabled us to design a simple yet effective method fo display complex configurations in
clear and concise graphical user interfaces for intuifive use by engingers.
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Customers

During the period from our incorporation in May 1997 through December 31, 2004, we have shipped our systems to over 1,000 customers, including
535 existing and new customers in 2004. No customer other than Cisco Systems accounted for more thon 10% of our net revenues in 2004, 2003 or
2002, Our five largest customers collectively accounted for 44.4% of our net revenues in 2004, 40.4% of our net revenues in 2003 and 48.5% of our
net revenues in 2002.

We generally do not have fong-term contracts with our customers, and they moy reduce or discontinue their purchases of any fime.

Customers who purchased more than $500,000 of our products during the yeor ended December 31, 2004 included:

Agere Systems Hewlett Packord Noctel

Meatel Hitachi NTT

Alied Tefesyn Huowei Riverstone Networks, Inc.
ATRT fntel Corporation Samsung

Bell Canade Juniper Networks Siemens

Broadcom Corporation Lockheed Morfin Tellobs

(isco Systems M Telus Commanications
Comcast Cable MIT Lincoln Laboratary U.S. Government
Extreme Networks Motorol UTStarcom

Foundry Networks Nokia Verizon

Fujitsu

Competition

The matket for network performance megsurement and anolysis systems for use in the high-speed data communications industry is highly
compefitive, and we expect this competition to increase in the future. We currently compete with test equipment manulacturers such as Agilent
Technologies, Spirent Communications and Anritsu. We olso compste with o number of small companies which ore focused on nework per-
formance measurgment.
We believe that the principal compefitive factors in our morket include:

« timaliness of new product introductions;

» product quality, reliobility and performance;

- ense of instollation, infegrotion ond use;

« breadth of product offerings and features;

» price ond overall cost of product ownership;

» customer sevice ond fechnicol support; ond

« Company reputation and size.
We believe that we compete fovorably in the key compefitive factors that impact our markets. We intend fo remain compefitive through ongoing
research and development efforts to enhance existing systems and to develap new systems. We will also seek to expand our market presence
through markesing and soles efforts. However, our morket is sfill evolving ond we may not be able o compete successfully against cusrent or
future competifors.
We expect competition fo increase significontly from existing providers of network performance meosurement and onolysis products ond from

companies that may enter our existing or future markets. These companies may devefop similar or substitufe solutions thot may be more cost-
effective or provide better performance or functionality than our systems. Also, as we broaden our product offerings, we may move inte new

DE——




p. 12 Ixia

markets in which we will have to compete against companies olready established in those markets. Some of our existing and potentil competi
tors have longer operating histories, significantly greater financiol, marketing, service, support, technical and other resources, significantly greater
name recognifion and a larger instafled buse of customers than we do. In addition, many of our competitors have well established refationships
with our current and pofentiol customers and have extensive knowledge of our industry. It is possible that new competitors or olfionces among
competitors will emerge and rapidly acquire market share. Moreover, ur competitors may consolidate with each other, or with other companiss,
giving them even greater capabilities with which to compete against us.

To be successful, we must continue ta tespond promgtly and effectively to the challenges of changing customer requirements, technological
advances and competitors” innovations. Accordingly, we cannot predict what our relative competitive position will be as the marker evolves for
network performance meosvrement and analysis systems.
Soles, Marketing and Technital Support
Sales. Qur direct sales force and manufacturers” representatives market and sell our systems primarily in the United States and Japan. Our
distributors market ond sell our systems primorily outside of the United States and Japon. Our net revenues from infernational product ship-
ments were $30.8 million in 2004, $25.3 million in 2003, and $14.3 million in 2002. Qur direct sales force maintains close contact with our
customers and provides fechnical support fo our manufacturers’ representatives and distributors.
Marketing. We have a number of marketing programs ta support the sale and distribution of our systems and to inform existing and potential
customers and our manufacturers’ representatives and distributors about the capabilities and benefits of our systems. Our markefing efforts also
include promoting our business in the following ways:

- sponsoring technical seminars that highlight our solufions;

« participofing in industry trade shows and technical conferences;

» communicating through our carporate website; and

« odveriising in trade journols,

Technical Support. We maintain a technically knowledgeable and responsive customer service and support staff that is critical to our development
of fongterm customer relofionships. This highly qualified and specialized intemol customer engingering group:

« offers our customers solutions for their performance validafion needs;
« develops custom applications ot our company headquarters;
- con be deployed to customer sites on short notice; and

» provides our customers with the training to optimally utilize our systems.

Manufacturing

Our manufacturing operations consist primarily of materials plonning ond procurement, quality control, logistics, final assembly and testing ond
distribution. We outsource the manufacture and assembly of prinfed circuit board assemblies to third party contract manufocturers and assembly
companigs. This manufacturing process enables s to operate without substantiol space and personnel dedicated to manufacturing operations.

s a result, we can conserve a significant portion of the working capital and capito! expenditures that may be required for ather operating needs.

We are dependent upon sole or fimited source suppliers for key components ond parts used in our systems, including field programmable gate
arrays, chips, oscillotors and optical modules. We and our confract monufacturers purchase components through purchase orders and have no
quaranteed or long-term supply arangements with our respective suppliers. In addition, the availability of many components is dependent in
port on our ability ond the ability of our contract manufocturers and assembly companies 1o provide suppliers with accurate forecasts of future
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requirements. Any extended inferruption in the supply of any of the key components currently obtained from o sole or fimited source or deloy
in transitioning to a replacement supplier’s product or replacement component info our systems could distupt our operations and significantly
harm our business in any given period.

Lead times for materials and components ordered by us ond by our contract manufacturers vary and depend on factors such as the specific supplier,
contract tesms and demand for o component of o given time. We ond our controct manufocturers ocquire moterials, complete stondord subassemblies
and assembe fully-configured systems based on soles forecasts and historical purchosing patierns. {f orders do not match forecasts or substantiolly
deviate from historical patters, we ond qur contract monufacturers may have excess or inodequate inventory of materials ond components.

Research and Development

We believe that reseorch and devefopment is citical o our business. Qur development efforts include anficipating and oddressing the performance
analysis needs of network equipment monufacturers, internet and network service providers, communications chip mamsfocturers and netwark users
and fecusing on emerging high growth network technologies.

Qur future success depends on our obility fo continue fo enhance our existing products ond 1o develop products that address the needs of our
customers. We closely monitor changing customer needs by communicating and working directly with our customers and distiibutors. We also
receive input from active parficipation in industry groups responsible for estabfishing fechnicat standrds.

Development schedules for technology products are inherently difficult to predict, and we cannot be certain that we will introduce any proposed new
products in @ timely fashion. Also, we cannot he certain that our product development effarts will result in commencially successful products or that
our products will not contain software errors or other performance problems or be rendered obsolete by changing technology or new product
announcements by offier componies.

We plan to continue to make significant investments in research and development. Our research and development expenses were $25.0 million in
2004, $22.0 million in 2003 and $20.4 million in 2002, These costs included stock-hased compensation expense of $271,000 in 2004, $1.3 million
in 2003 and $2.9 million in 2002.

intellectual Property and Prapriefary Rights

Qur success and ability to compete is dependent in part upon our ability o protect and maintain our proprietary rights to our intellactual prop-
erty. We currently rely on o combination of patent, trademark, frode seciet ond copyright lows and reshictions on disclosure to estoblish and
protect our inteflectual propesty. We hove one U.S. potent and hove fifed applications for o number of other patents in the U.S., Japon ond
the Furopean Union. We cannot be cerfain that those applications will result in the issuance of any patents, or that any such patents, if they
are issued, or aur existing patent will be upheld. We also cannot be certain that such patents, if issued, ond our existing patent will be effec- .
tive in protecting our praprietary technalogy. We have registered our lxia name, the Ixic logo and certain other trademarks in the United
States and in the European Union, and have filed for registration of additiona! trademarks.

We generally enter into confidentiality agreements with our officers, employees and consuliants. We also generally limit access 1o and distribution
of our source code and further fimit the disclosure and use of other proprietary information. However, these measures provide only fimited protection
of aur infellectual property rights. In addifion, we may not have signed agreements containing adequate protective provisions in every case, ond the
contractual provisions that are in place may not provide us with adequate protection in all circumstances. Further, we have not induded copyright
notices on oll of our copyrightoble intellectual praperty.

Despite our efforts fo protect our propriefary rights, unauthorized parties may attempt fo copy or otherwise obtoin or use technology thet we regard
gs proprietary. We cannot be certain that the steps taken by us o protect our proprietary rights will be adequate to prevent misappropriation of our
technolagy or that our competitars will not independently develop technolagies that are similar o superior to our technotogy. In addition, the laws of
some foreign countries do not protect our proprietary rights to the same extent a5 do the laws of the United States. Any infringement of our proprt
etory rights could result in significont itigation costs, ond any foilure to adequately protect our proprietary rights could result in our compefitors offering
similar products, potentially resulting in loss of compefitive advantage and decreased ravenues. Litigation may be necessary to enforce our intellectual
property rights or to defermine the validity and scope of the proprietary rights of others. Litigatian of this type could result in substantil costs and
diversion of resources and could significantly harm our business.

e |
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The telecommunication and dota communications industries are characterized by the existence of  large number of patents and frequent litigation
hased on allegations of patent infringement. From time to time, third parties may assert patent, copyright, frademark and other intellactual proper-
ty tights to technologies that are important to our business. We have not conducted a search to determine whether the technology we have in our
products infringes or misappropriates inteflectual praperty held by third parties. In oddition, because patent applications in the United States ore
not publicly disclosed until the patent is issued, opplications may hove been filed which could relate to our products. Any claims osserting that our
systems infringe or may infringe proprietary rights of third pasties, if determined adversely to us, could significantly hasm our business.

Employees

As of December 31, 2004, we had 403 fullime employees. We also from time to time hire femporary and portime employees and independent
contractors. Our future performance depends, to o significant degree, on our continued ability to attract and refoin highly skilled and qualified techni-
cal, sales and marketing and senior management personnel. Qur employees are not represented by any labor unions. We consider our relations with
our employees to he good.

Available Information

Qur website address is www.ixiacom.com. We make gvailable free of charge through a link provided at such website our Forms 10K, 10-Q and
8K as well as any omendments thereto. Such reports are ovailable as soon as reasonably practicable after they are filed with the Securiies ond
Exchange Commission.

Business Risk Factors

The stotements that are not historical facts confained in the above "Business” discussion in this ltem 1 are forward-looking statements within the
meaning of the Private Securities Lifigation Reform Act of 1995 ond reflect the current belief, expectations or intent of the Company’s manogement.
These stotements ore subject 1o ond involve cerfain risks and uncertainties. See “Management’s Discussion and Analysis of Financial Condition end
Results of Operotions ~ Risk Factoss” in tam 7 of this Annuol Report on Form 10,

ltem 2. Properties

Qur corporate headguarters ore located in Calobasas, Californio, where we cunently feose approximately 71,600 square feet of space which
houses our research ond development, sales and marketing, finance and administration and monufacturing operations. The lease expires in May
2008, if not renewed. We alsa lease office space for our sales offices in Santa Clara, California, North Caroling, the United Kingdom, lapan and
China. Additionally, we have a facility in Bucharest, Romania used primarily for research and development activities. We believe that our current
facilifies will be odequate to meet our needs for ot least the next 12 months, and that we will be able to obtain additional space when and os
needed on occeproble terms.

Item 3. Legal Proceedings

From time to time, certain lega! actions may arise in the ordinary course of the Company’s business. To date, such legal actions have not hod

o materiol odverse effect on the Company’s consofidated financial position, results of operations or cash flows.

ttem 4. Submission of Matters fo o Vote of Security Holders

Mo matters were submitted to o vote of the Company’s security holders during the fourth quarter of 2004.
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PART |
ltem 5. Market for Registrant's Common Equity, Related Shoreholder Matters and Issuer Purchases of Registered Securities
{a) Market Price, Dividends and Related Matters

Ixia's common stack is traded on the Nasdag National Market under the symbol “XXIA." The following table sets forth the high and low dosing
sales prices of our common stock os reported on the Nosdog National Market for the foflowing fime periods,

High Low
2003
First quarter S 5.80 ) 3.85
Second quarter .86 4.95
Third quorter 11.50 6.92
Fourth quarter 13.40 10.15
2004
First quorter S 15.59 S 9.63
Second quarter 12.21 8.47
Third quarter 9.72 574
Fourth quarter 16.90 8.88

On March 1, 2005 the closing sules price reported for our common stock was $18.55 per share, and as of that date there were approximately
44 shoreholders of record.

We have never declored or poid cosh dividends on our common stock and do not onticipate paying ony dividends in the foreseeable future.
(b) Use of Proceeds

None.
(¢) Issuer Repurchases of Equity Securities

No securities were repurchased by the Company during ony month during the fourth quarter of 2004,

ftem 6. Selected Financial Dato

The folfowing selected consolidated financial dota should be read in conjunction with “Management's Discussion and Analysis of Financiol
Condition and Results of Operations” and our consclidated financial statements and the notes fo those consalidated financial statements.
The consolidoted statement of income dato set forth below for the yeors ended December 31, 2004, 2003 and 2002 and the: consolidated
balance sheet data as of December 31, 2004 and 2003 are derived from, and are qualified in their entirety by reference to, the Company’s
audited consolidated finonciol statements included elsewhere in this Annual Report on Form 10K The consolidated statement of income data
for the years ended December 37, 2001 and 2000 and the consolidated balance sheet data as of December 31, 2002, 2001 and 2000 are
derived from oudited finoncial stotements not included herein, but which were previously filed with the SEC.
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Yeor Ended December 31,
2004 2003 2002 2001 2000
Consolidated Statements of Income Dot
(in thousands, except per share dota):
Net revenues S N6y S 83533 S 67,594 S 71351 S 76,044
Cost of ravenues®” 20,716 15,761 13310 16,610 14,825
Amertization of purchosed technology 3,044 1,183 - - -
Gross profit 93,218 66,589 54,284 60,547 61,219
Operating expenses:"
Research and development 24,950 71,980 20,386 19,355 14,421
Sales ond marketing 31,865 25,050 20,817 19,557 17,411
Generol ond odministrative 12,479 9179 7,852 8,643 8,709
Amortization of intangible assets 1,532 1,070 941 57 -
Impairment of goodwill and other
intongible assets - 410 14677 - -
Total operating expenses 70,836 57,689 51,673 47,612 40,541
Income from operctions 22,382 8,900 2,611 12,935 20,678
Interest and other income, net 7,960 3,062 2,743 4035 1,552
fncome before income taxes 25,342 1,962 5,354 16,970 22,230
Income tax expense 6,463 3,258 1,944 7,271 14,245
Net income § 18879 § 8704 § 3410 S 9749 S 7,985
Fornings per share:
Basic ) 0.3 S 015§ 006 S 018 S 0.17
Diluted $ 029§ 014§ 006 § 016§ 0.15
Weighted average number of common and
common equivalent shares outstanding:
Basic 60,687 58,344 56,902 54,550 47,244
Diluted 64,745 62,227 60,609 61,977 53,777
“Stack-based compensation included in:
Cost of revenues S S 7S 9 S 795 948
Research and development yihl 1316 2,864 6,055 7,182
Sales and marketing 80 166 1,385 3,245 4,695
General ond administrative 38 280 458 2,159 3,807
$ 499 S 1919 S 5305 S 12,088 S 16,632
December 31,
2004 2003 2002 001 2000
Consolidoted Balonce Sheet Data
(in thousands):
Cash and cash equivlents $ 16383 § 21133 ¢ 45265 S 108168 S 78,066
Short-term investments in
marketable securities 81,757 42,718 25,650 8,475 18,000
Working copital 109,236 77,531 83,125 128,206 104,025
Investments in marketable securities 49,015 58,072 51,306 - -
Total assels 236,309 185,018 157,661 144,166 121,682

Tatal shareholders” equity 206,926 167,054 149,147 137,821 108,051
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Item 7. Management’s Discussion and Analysis of Financial Condition and Resutts of Operations

The following discussion contoins forword-ooking stotements that involve risks and uncertainties. Our actual results could differ materiolly from those
anticipated in these forward-ooking statements as a result of many foctors. The consolidated results of operations for the years ended December 31,
2004, 2003 and 2002 are not necessarily indicative of the results that may be expected for any future periad. The following discussion shauld he
read in conjunction with the consolidated financiol statements and the notes thereto included in Item 8 of this Annual Report on Form 10K and
in conjunction with the “Risk Factors” described below.

QOverview

We are o provider of technology and systems that allow our customers to fest ond measure the performance, functionality, and conformance
of internet Protacol {IP) equipment and networks, and the applications that run over them. Qur solutions generate, capture, characterize,
and anatyze high volumes of realistic network and application traffic, exposing prablems, assessing performance, and verifying conformance
to industry specifications. We offer a single hardwore platform with interchangeable interfaces, utilizing a single set of opplications and
hpplication Progromming Interfaces (APIs) which allows our customers to create a fully integrated, easy-fo-use test bed. The networks our
systems analyze include Etheret networks operating at speeds of up to 10 gigabits per second, which canry data traffic over optical fiber
or electrical cable. Other netwarks include Packet over SONET networks operating at speeds of up o 10 gigabits per second which transmit
information over high-speed optical links and Asynchronous Transfer Made (ATM) networks, operating at speeds of up fo 622 megabits per
second. Our telephony test suite is used fo test and verify troditional Time-Division Multiplexing (TOM) voice based networks and Voice over
P technology, devices, and systems. Our customers also use Ixia's performance applications to test and verify web, Infernet, security, and
business applications.

The following table sets forth, for the periods indicated, our net revenues by principal product category in dollars and as o percentage of
total net revenues:

Year Ended December 31,

Product Category 2004 2003 2002
{in thousands, except percentages)

Ethermet S 76728 65.6% S 54,758 65.6% S 43259 64.0%
SONET 8,099 6.9 7,832 9.4 11,138 16.5
Software 18,100 15.5 10,548 126 4 496 6.6
Chassis and other 14,051 12.0 10,395 124 8,701 129
Total S 116,978 100.0% § 83,533 100.0% & 67,5% 100.0%

Over the lost three yeers, revenves from Ethernet interface cords hos incrensed while revenues from SONET interfoce cards declined in 2003
from the prior year and increased only slightly in 2004 over 2003, Generally, Ethernet interface cards are used to test equipment that is used
at the edge of the Intemet and in enterprise applications, where demand has been increasing over the fast two years. SONET interface cords ore
used to fest equipment thot is used in core of the Internet and in telecommunications applicotions, where demand has weakened over the post
two years. Looking forward, we expect demand for our Ethernet interfuce cards to remain strong and we expect demand for our SONET interface
cards to remain soft. Over the same time period, software revenues have increased both in dollar terms and as a percentage of revenue. This
incrense in software revenues is the result of our strategy to use spacialized software applicotions to drive demand for our proprietary hordware
platform. We expect software revenues to continue to increase both in doflar terms ond as a percentage of net revenues.,

Sales to our five lorgest customers collectively accounted for approximately $52.0 million, or 44.4%, of our net revenues in 2004, $33.7
million, or 40.4%, in 2003 and $32.8 milfion, or 48.5%, in 2002. To date, we have sold our systems primarily to network eguipment manufactur-
ers. While we expect that we will continue fo have some customer concentration for the foreseeable future, we have sold our systems

to o wide voriety of customers. During 2004, we shipped our systems to 535 customers, including over 245 new customers in 2004. To the
extent we develop o broader and more diverse cusiomer base, we anticipate thot our reliance on any one customer will decline.

Net Revenues. Our revenues consist primarily of hordware and softwore product soles. In some instonces our software produets are installed ond run
on other companies” hardware. At other timas, software products are installed on our hardware products and ore an integral part of the functionality
of the hardware. Our products are fully functional at the time of shipment and do not requite significant production, modification o customization.
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Accordingly, revenues from producr sales is recognized upon shipment provided thet (1) o purchase order has been received or o contract has been
executed; (2) title hos transferred; (3) the fes is fixed and determinable; and (4) collectibility is deemed probable. When ¢ sale involves multiple
glements (typicatly soles of products that include warranty support and services), the entire fee fram the arrangement is oflocated o each respective
element based on vendor-specific objertive evidence ("VSOE") of fair value. We determine VSOE based on sales prices charged to customers when
the same element is sold separately or bosed upon renewal pricing. Revenue is recognized on mulfiple element arrangements as each element is
delivered, provided the other revenue recagnition criteria noted above hove also been met. Warranty support and service revenue is deferred and
recognized ratably over te period during which the services are to be performed.

We use distributors to market and sell our systems primarily outside the United States and Japan. Due to the broad range of features and
aptions avaiiable with our hardware and saftware products, distributors generally do not stock aur products and typically place orders with us after
receiving an order from an end customer. These distributors receive business terms of sale similor to those received by our other customers.

Cost of Revenues. Qur cost of revenues consists of materials, payments to third party manufacturers, salaries and related expenses for manufac-
turing personnel and the warranty cost of hardware to be reploced during the waranty pesicd, typically one-year. We outsource the mojority of
our mgnufacturing operations, and we conduct final assembly, supply choin management, quality assurance, documentation control and shipping
at our facility. Accordingly, o significont portion of our cost of revenues consists of payments to our contract manufacturers. Cost of revenues
also includes royalties ond omortization of purchased technology in connection with the rights acquired trom NetlQ Corporation ("NetlQ”) in
July 2003 reloted to our IxChariot products ond the amortization of purchased technology from the February 2004 acquisition of 63 Nova
Technology, Inc. (63 Nova”) related to our IxVoice products (for additional information, see Note 4 to the Cansolidated Finoncil Statements).
in ddition, cost of revenues includes o non-cosh component related fo the omortization of deferred stock-based compensation oflocoted to
manufacturing personnel.

bross Margins. Gross margins of our various interface cards and software products have generally been consistent and have exceeded the gross
margins of our chassis. In general, our gross morgins are primorily offected by the following factors:

- the pricing we cre able to obtain from our component suppliers ond contioct monufacturers;
«the mix of our products sold, including the mix of software versus hardware soles;
«new product introductions by us and by our competifors;
« changes in our pricing policies and those of our competitors;
» demand for our products;
- expenses refoted fo acquired rechnologies, such as royalties and amortization of infangible assefs;
« production volume; ond
« the mix of sales chonnels thiough which our products are sold.
In the near term, we anticipate gross margins gs a percentage of net revenues to remain consistent.

Operating Expenses. We generally recognize our opercting expenses as we incur them in three major operational categories: research and
development, sales and markefing, general and administrative and amortization of certain puschosed intangible assets.

Research and development expenses consist primarily of salaries ond related personnel and consulting costs related to the design, develop-
ment, tesfing and enhencements of our systems. We expense our reseerch and development costs as they are incurred. We also capitalize
and depreciate over o five-year period costs of our systems used for intemal purposes. We expect research ond development expenses to
increase in dollar terms as we seek to attain our strategic product development abjectives and to meer changing customer requirements and
technologicol odvances, and due to on increase in the amortizotion of deferred stock-based compensation reloted to individuals engoged in
research and development activities as o result of the 2005 adoption of the recently issued SFAS 123R (see additional information in the
Recent Accounting Pronouncements section befow).
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Sales and markefing expenses consist primarily of solaries, commissions ond refated expenses for personnet engaged in soles and marketing
ond customer support functions, os well os costs ossocinted with promotional ond other morketing activities. We expect soles and morkefing
expenses o increase in dollar terms in the near term relafed to anficipated increases in heodcount, higher soles volumes and due to an increase
in the amertizotion of deferred stock-bosed compensotion related to individuols engaged in soles and marketing activities os o resulf of the 2005
adoption of the recently issued SFAS 123R.

General and administrative expenses consist primarily of salaries and related expenses for executive, finance, human resources, information tech-
nology ond edministrative personnel, as well as recruiting and professional fees, insurance costs and other general corporate expenses, including
rent. We expect sequenfial increases in doflar ferms in general and administrative expenses os we confinue fo build out our edministrative infro-
structure o support our anficipoted growth oad due to on increase in the amortization of deferred stock-based compensation related fo general
and administrative individuals as o result of the 2005 odoption of the recently issued SFAS 123R.

Amortization of infangible assets consists of the amortization of the purchase price of various infangible assefs over their expected usefuf fives.

Periodically we review goodwill and other intangible assefs for impairment. An impairment chorge is recorded to the extent that the carrying
value exceads the fair value in the period that the impairment circumstances accurred.

Deferred stock-based compensation, recarded in the shareholders” equity section of the consolidated balance sheet, represents the difference
between the deemed fair volue of our common stock for accounting purposes and (1) the exercise price of the options or warrants af the date
of grant ar (2) the purchase price of the restricted stock. Deferred stock-based compensation is presented as a reduction of shareholders” equity,
with amortization recorded over the vesting period which is typically four years. We intend to adopt the recently issued SFAS 123R in our third
quarter beginning luly 1, 2005. Under SFAS 123R, deferred stock-based compensation will be determined based on the appropriate fair value
model ond will result in on increase i deferred sfock-bosed compensation and essociated amortization as discussed above. We are evaluating
the requirements of SFAS 1238 and expect that the adaption of SFAS 123R will have o matesial adverse impact on our consolidated results of
operations ond earnings per share.

Interest ond other income, net represents interest on cash ond o variety of securifies, induding commerciol paper, money market funds ond
government, federol agency and corporate debt securities, and certain foreign cumrency gains ond losses.

Income fox expense is determined based on the amount of earings and enacted federal, state and foreign tax rates, odjusted for aflowable credits
and the effects of equity compensation plans.

(ritical Accounting Policies and Esfimates

Manogement’s discussion and analysis of finoncial condition and results of operations is based upon our consolidated financial statements
which hove been prepared in accordance with accounting principles generally accepted in the United Stotes of Americo. The preporation of
these finoncial statements tequires us fo moke esfimotes and judgments thot affect the reported amounts of assefs, fiobilities, revenves and
expenses, and related disclosure of contingent assets and liabilities. On an ongeing basis, we evaluate our estimates, including those reloted
to revenue recognition, allowance for doubtful accounts, write-downs for obsolete inventory, deferred toxes, impairment of long-lived assefs
and contingencies and litigation. We base our estimates on historical experience and on various other assumpfions that are believed to be
reasonable under the circumstances, the results of which form the basis for making judgments about the corrying values of assets and fiabili
ties that are not readily apparent from other sources. Actual results may differ from these estimates.

We apply the following crifical accounting policies in the preparation of our consolidated financial statements:
« Ravenue Recognition Policy. We recognize revenue as discussed in “Net Revenues” in the “Overview” section of ltem 7.

« Mlowance for Doubtful Accounts. Trade accounts receivable are recorded at the invoiced amount and do not bear interest. The
allowance for doubtful accounts is based on our best estimate of the amount of probable credit fosses in existing accounts receiv-
able. The allowance for doubtfut accaunts is determined based on histarical write-off experience, current customer information and
other relevant doto. We review the allowance for doubtful nccounts monthly. Past due bafances of 60 doys and over ore reviewed
individually for collectibility. Account balances are charged off against the allowance when we helieve it is probable the receivable
will not be recovered. We do not have any off-balance-sheet credit exposure related to our customers.
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« Write-Down of Obsolete Inventory. We write-down inventory for estimated obsolescence or unmarketable inventory equal to the
difference benween the cost of inventary and the estimated market value based upon assumptions about future demand and
market conditions. If actual future demand is less favorable than as projected by management, additional inventory write-downs
may be required.

» Deferred Toxes. Deferred 1oxes re determined bosed on the differences betwesn the financio! stotement ond tox boses of assefs
and liabilities, using enacted tax rates in effect for the yeor in which the differences are expected fo reverse. Valuation aflowonces
ore established when necessary to reduce deferred tox assets to the amounts expected to be realized. In assessing the need for
a valuation allowance we consider estimates of future taxable income and ongoing prudent and feasible fax plonning shategies.

« Acquisition Purchase Price Allocation. When we ocquire a business, product line or rights to a product or technology, we allocate the
purchase price, including related transaction fees, to the variaus tangible and intangible assets acquired and the liabilities assumed,
bosed on their estimated foir volues. Determining the fair value of certain ossets and fiobilities acquired is subjective in nature und
often involves the use of significant estimates and assumptions, To assist in this process, we may cbtain appraisals from valuation
speciclists for certain intongible assets. Most of the assumptions used to determine foir value are mode based on forecosted infor-
mation. The useful lives of amortizable infangible assets are reviewed for reasonableness periodically by management in light of
curvent conditions.

«Impairment of Long-Lived Assefs. We evaluate the recoverability of our identifiable definite fife intangible assets and ather longived
assets in accordance with Stotement of Financial Accounfing Standards (“SFAS™) 144 which generally requires that we assess these
assets for recoverability when events or circumstances indicate a potential impairment by estimating the undiscounted cash flaws to
be generoted from the use and uliimate disposition of these assefs. To the exrent that the estimated undiscounted cash flows fol
below the carrying value of the intangible or afher long lived assets we write-down the assets to fair value. Fair value is generally
defermined bosed on discounted cosh flows. We evoluate the recoverability of our goodwill in occordonce with SFAS 142 which
requires us fo assess our goodwill annually for impairment. impairment losses are recorded to the extent that the canrying value of
the goodwill exceeds the fair value.

- Contingencies and Litigation. We evaluate contingent liabilifies, including threatened or pending litigation, in accardance with SFAS
5, “Accounting for Contingencies,” and we record accruals when the loss is deemed probable and the liability can reasonably be
estimated. We make these assessments based on the facts and circurastances of each situation and in some instonces based in part
on the odvice of outside legal counsel.
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Results of Operations

The following table sets forth certain stotement of income data as a percentage of net revenves for the periads indicated:

Year Ended December 31,
2004 2003 2002
Statement of income Doto:
Net revenues 100.0% 100.0% 100.0%
Cost of revenyes™ 177 189 197
Amortizotion of purchosed technology 2.4 1.4 0.0
Gross profit 79.7 797 80.3
Operating expenses:"”
Research and development K] 6.3 30.2
Soles and marketing 273 30.0 308
General ond odministrotive 107 nJo N4
Amortizotion of intongible ossefs 13 13 14
Impairment of goodwill and other intangible assefs 0.0 0.5 25
Total operating expenses 60.6 69.1 78.5
Income from operations 19.1 10.6 38
inferest ond ofher income, nef 25 37 4.)
Income before income toxes 2.6 14.3 7.9
Income tax expense 5.5 39 2.9
Net income 16.1% 10.4% 5.0%
% Stock-based compensation included in: :
Cost of revenues 0.0% 0.2% 0.6%
Reseqrch ond development 03 16 4.2
Sales ond marketing 0.1 0.2 29
General ond administrative 0.0 03 1.0
0.4% 2.3% 7.8%

Comparison of the Years Ended December 31, 2004 and 2003

Net Revenues. In 2004, net revenues increased 40.0% to $117.0 millian from the $83.5 million recarded in 2003. This growth in net revenues in
2004 was largely a result of the $22.0 million increase in sales of our Ethernet products, especially our 10 Gigabit and Gigabit TXS Ethemet Lood
Modules, and the $7.6 million increase in sales of certain of our Software products, induding IxChasiot, IxVaice and Protacol software. In addition, this
growth was from a combination of existing and new customers across all regions, but especially in North Americo where net revenues grew by $28.0
million in 2004 compared fo 2003. Sales to our five largest customers collectively accounted for approximately $52.0 million or 44.4% of our net
revenues in 2004 compared to $33.7 million or 40.4% of net revenues in 2003,

Gross Profit. Gross profit increased 40.0% fo $93.2 million in 2004 from $44.6 million in 2003. Qur gross profit remained constant af 79.7% of net rev:
enves in 2004 and 2003. Amortization of purchased technology increased to 53.0 million in 2004 from $1.2 million in 2003. The increase was o result
of omortization of intangible assets assaciated with the acquisition of G3 Nova in February 2004 and ¢ full year of omortization of purchased technolo-
gy ossociated with certain rights ocquired from NetiQ in July 2003. Royalky expense related to the NetlQ transaction was $2.0 million in 2004 and
$1.6 million in 2003. The NetlQ royalty period ended on December 31, 2004, The increases in amortization of purchased technology and the NetlQ
royalty were offset by the increase in sales of higher margin software products during 2004 as compared o 2003.
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Research and Development Fxpenses. Research and development expenses increased to $25.0 million in 2004 from $22.0 million in 2003.
This increase was primarily due to higher compensotion ond related benefit costs of 53.6 million due to the uddition of engineering personne!
and the February 2004 ocquisition of 63 Nova which employed on established R&D development group in Romanio. Travel expenses incrensed
by $375,000 in 2004 compored to 2003 due to our R&D development efforts in both Romanio and India. These increases were partiolly offset
by o $1.0 million reduction in the omortization of deferred stock-hased compensation selated to individuals engaged in research and develop-
ment activities.

Sales and Marketing Expenses. Soles and marketing expenses increased o $31.9 million in 2004 from $25.1 million in 2003. This increase was pri-
marily due to the addition of direct soles ond markefing pessonnel, ond their associated commissions ond benefits, which resulted in on incrense
of $5.2 million in soles and marketing expenses in 2004 compared to 2003. The additional headcount also resulted in increased travel expenses
in 2004 of $442,000.

General and Administrative Expenses. General and administrative expenses increased to $12.5 million in 2004 from $9.2 millien in 2003. This
incrense was primarily due to the build-out of our administrative infrastructure to support our growth, accounting fees incurred to comply with
the Sarbanes-Oxley Act of 2002 and legol expenses primarily related fo ongoing litigation. The addition of generol and administrative employees
in 2004 resulted in increased salary and benefit costs of $1.1 million. Accounting fees increased by approximately $528,000 and lagal costs
increased by approximately $813,000 in 2004 compared fo 2003,

Amortization of Intangible Assets. Amortization of intangible assets increased to $1.5 million in 2004 from $1.1 million in 2003, This increase
was primarily due to the amrtization of infangible assets related to the acquisition of G3 Nova in February 2004 ond a full year of amartization
of certain rights acquired from NetlQ in July 2003,

Impairment of Goadwill and Other Intangible Assets. Due to the decline in business conditions in 2002, we restiuctured our business and realigned
resoutces fo focus on profit confribution, high-grawth markets and core appartunifies. [n 2002, we tecarded o charge of $1.7 million «elated fo the
impairment of goodwill and purchased infangible assets assaciated with the October 2001 acquisition of Caimis, Inc. In 2003, we recorded o further
impaitment charge of $410,000 for the remaining Cainsis, Inc. intangible assefs based on revised estimates of the present value of future cash flows
because of a decline in potential customer interest for the Caimis product.

Inferest and Other Income, Ne. Interest and other income, net remained telatively constant fram year to year decreasing slightly to $3.0 million in
2004 from $3.1 million in 2003. We incurred minimal interest expense in 2004 and 2003.

Income Tax Expense. Income tax expense incteased to $6.5 million in 2004 from $3.3 million in 2003. Income tax expense resulted in an annu-
ol effective tox rate of 25.5% in 2004 and 27.2% in 2003. The annual effective tox rate in 2004 and 2003 differs from the statutory rate primari
ly due to research and development tax redits and the tax benefits from the disqualifying disposition of incentive stock aptians to the extent
that stock-hased compensation expense had previously been reflacted in our financial statements, partially offset by nondeductible stock-hased
compensation charges.

Comparison of the Years Ended December 31, 2003 and 2002

Net Revenues. In 2003, net revenues increased 23.6% fo $83.5 million from the $67.6 million recorded in 2002. This increase in net revenues in
2003 wos largely a result of incrensed soles of our Ethemet products, espediolly our 10,/100 Mbps and Gigabit Fthemnet Load Modules, and growth
in sales of our software products. n addition, this growth was from a combination of both existing and new customers. Sales to our five lorgest
customers coflectively accounted for approximately $33.7 million or 40.4% of our net revenues in 2003 compored to $32.8 million or 48.5% of net
revenues in 2002.

Gross Profit. Gross profit increused 22.7% to $66.6 million in 2003 from $54.3 million in 2002. Qur gross profit margin decreased to 79.7% in
2003 from 80.3% in 2002. This decrease in the gross profit margin wos primorily o result of royalties and amortizotion of purchased technology
ossociated with certain rights ocguired from NettQ Corporation in July 2003. The acquisition agreement required minimum royolfies of of feast
$500,000 for each quarter through December 31, 2004. This deurease was partiolly offset by an incrense in soles of high morgin softwore products
ond decreasing component costs during 2003 os compared fo 2002,

Ressarch and Development Expenses. Research and development expenses increased to $22.0 million in 2003 from $20.4 miflion in 2002. This
increase wos primarily due fo higher compensation ond related benefit costs of $1.9 milion due to the oddition of engineering personnel through
internof hiring ond acquisitions and to higher consulting costs of $460,000 associated with the increased use of third porty consultonts. This increcse
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wos portinlly offset by 0 $1.5 million reduction in the omortizotion of deferred stock-based compensation related to individuals engoged in reseorch
and development activities and decreosed profotype costs os a result of the fiming of the development cycle of our hardware products.

Soles and Marketing Expenses. Sales and marketing expenses increased fo $25.1 million in 2003 from $20.8 million in 2002. This increase was
primarily due fa increases in the number of direct and indirect sales and markefing personnel resulting in higher solaries, commissions and bene-
fits of $4.4 million. This increase was partially offset by o $1.2 milion reduction in the amortization of deferred stock-based compensation relat-
ed 10 individuals engoged in soles ond marketing activities.

General and Administrative Expenses. General and administrative expenses incresed to 59.2 million i 2003 from $7.9 million in 2002. This
increase was primarily due to increases in employee compensation and benefits of nearly $1.0 million, higher outside recruiting expenses of
$296,000 related to increased headcount, an increase in insurance amounting to $281,000 and higher accounting expenses of $240,000 pri
marily due to on increase in tax services. This increase was partially offset by a $378,000 reduction in the amortization of deferred stock-
bosed compensation related to individuals engoged in general and administrative activities.

Amontization of Intangible Assefs. Amortization of infangible assets increased fo $1.1 million in 2003 from $941,000 in 2002. This increase was
primarily due to amortization of certain rights acquired from NetiQ in July 2003 related to our IxChariot products and a full year of amortization
of intangible assets related to the IXANVL product line we acquired in February 2002. These increases wers partially offset by o reduction in the
amortization of the Coimis infangible assets acquired in October 2001.

Impairment of Goodwill and Other Infangible Assess. Due o the decline in business conditions in 2002, we restructured our business and realigned
resources to focus on profit contribution, high-growth markets and core opportunities. As  result, in 2002, we recorded an impairment charge of
$1.7 million related to the impairment of goodwill and purchased intangible assets related to the October 2001 acguisition of Caimis, Inc. The
impairment was measured ¢s the amount by which the carrying amount exceeded the present value of the estimated future cash flows for goodwil
and purchosed intongible assets. In 2003, we recorded o further impairment charge of $410,000 for the remaining Caimis, Inc. intangible assefs
bosed on revised estimates of the present value of future cash flows because of o decling in potential customer interest for the Caimis product.

Inferest ond Other Income, Net. tnterest and other income, net increased to $3.1 million in 2003 from $2.7 million in 2002. This increase
was primarily the result of on increase in the amount of investments in marketable securities in 2003 as compared o 2002. This increase was
parfially offset as o result of o decline in interest rotes. We incurred minimal interest expense in 2003 ond 2002.

Income Tax Expense. Income tax expense increased to 53.3 million in 2003 fram $1.9 million in 2002. Income fax expense resulted in an
annual effective tox rate of 27.2% in 2003 and 36.3% in 2002. The annual effective tox rate in 2003 and 2002 differs from the stafutory rate
primarily due to research and development tax credits and the tax benefit from the disqualifying disposition of incentive stock options o
the extent that stock-based compansation expense had previously been reflected in the our finoncial statements, partially offset by nondeductible
stock-based compensafion chorges.

Liquidity and Capital Resources

As of December 31, 2004, we had cash and cash equivalents of $16.4 million compared to $21.1 million os of December 31, 2003. Qur cash, cash
equivalents and short and long term investments, when viewed os o whole, totaled $147.2 miflion os of December 31, 2004 compared o $121.9
milfion as of December 31, 2003.

Net cash provided by operating ocfivities was 529.4 million in 2004, $17.7 million in 2003 and $14.2 million in 2002. Net cash generated from
operations in 2004, 2003 and 2002 was primarily provided by net income adjusted for significant non-cash expenses and changes in working
capital. The mast significant changes in working capitol in 2004 were due to the $5.1 million increase in accounts receivable as a result of higher
soles in 2004 compared o 2003 ond $5.8 million provided by the timing of tax payments. Changes to working copital in 2003 were primarily
due o on $8.0 million increose in accounts receivoble s a result of higher sales and the timing of shipments in the fourth quorter of 2003, and
a $4.8 million increase in accrued expenses due primarily o the accrual of the 2003 honus with no boaus payout during the period ond a royalty
ocaruo) reloted to the July 2003 NetlQ transaction. The most significant changes to working capital in 2002 were due fo the timing of income
tox payments ond refunds.

Cosh used in investing acfivities wos $46.5 million in 2004, $46.7 million in 2003 ond $78.6 million in 2002. Cash vsed in investing activities in
2004 principafly consisted of $30.0 milfion of net purchases of marketable securities, $8.7 million related to the purchase of property ond equip-
ment and $6.4 million paid in connection with the February 2004 acquisition of G3 Nova. Cash used in investing activities in 2003 primarily
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reloted 10 $23.8 million of net purchases of marketoble securities, $18.1 million paid in connection with certain rights acquired from Neti@ in
July 2003 and $4.2 million related to the purchase of property and equipment. Cash used in investing activities in 2002 consisted of approxi
ma'ely $68.5 million for the net purchase of marketable securities, $5.2 million paid in connection with the February 2002 acquisition of the
assefs of the ANVL (Automated Network Volidation Library) product line from Empirix, Inc. ond 54.7 million related to the purchose of property
and equipment.

Financing activities provided net cosh of $12.3 million in 2004, 54.8 million in 2003 und $1.4 milfion in 2002. Financing activities in these
periods consisted exclusively of proceeds from the exercise of sfock options.

We befieve that our existing bolonces of cosh ond cosh equivalents and cosh flow expected to be generated from our operations will be sufficient
fo meet our cash needs for af least the next 12 months, although we could be required, or could elect, o seek additional funding prior to that
time, however, financing may nat be available on fovorable terms, it at all. Our copital requirsments will depend on many factors, including the
growth rate of our net revenues, our profitability, our copitol expenditures, any acquisitions of key technologies, working capital requirements, the
timing and extent of spending o support product development efforts and the expansion of our sales, marketing and technical support afforts.

Financiol Commitments

Qur financiol commitments ot December 31, 2004 are os follows (in thousands):

Contractual Ohligations Year Ending December 31,
Total 2005 2006 2007 2008 2009 Thereafter
Operating leases S 8901 § 2555 S 2,534 S 247 S 998 S 19 S 197

As of December 31, 2004, we hod accrued libilifies of $2.5 million for the exercise of the NettQ purchuse option and $1.9 million for the 63
Nova earmout. These omounts were paid in January 2005 (ses Note 4 to the Consalidated Finaniol Statements for additional information).

Recent Accounting Pronouncements

in February 2004, the FASB issued FASB Stoff Position (“FSP”) FIN 46(R)-1 “Reporting Voriable Interests in Specified Assets of Variable
Interest Entities under Poragraph 13 of FASB Interpretation No. 46 (Revised December 2003) {"FIN 46(R)"), Consolidation of Voricble
Interest Entities.” The FSP states that a specified asset of o variable interest entity and the licbility secured by the asset should not be
deemed a separate vorioble inferest entity. The adoption of FIN 46{R)-1 did not have o metericl impact on our consolidated Financic!
position, results of operations or cosh flows.

In March 2004, the EITF reached o consensus on Issue 03-1, “The Meaning of Other-Than-Temporary Impairment and its Application to Certain
{nvestments.” EITF No. 03-1 requires disclosures about investments accounted for under SFAS No. 115, “Accounting for Certain Investments in Debt
and Equity Securities,” in an unrealized loss pasition and are designed to help financial statement users analyze a company’s unrealized losses and
better understand the basis for any management conclusion that the impairment is femporary. All new disdosures are effective for the annual report-
ing period ended December 31, 2004 and did not have o material impact on ous consolidated finoncial position, results of operations or cash flows.

In June 2004, the FASB issued Emerging ssues Task Force Issue No. 02-14 (“EITF 02-14"), “Whether an Investor Should Apply the Equity
Method of Accounting to Investments Other Thon Common Stock.” EITF 02-14 states that on investor should only opply the equity method of
accounting when it hos investments in either common stock or in-substance common stock of a corparation, provided that the investor has the
ability to exercise significant influence over the operating and financial policies of the investee. The adoption of EITF 02-14 did not have o mate-
rial impact on our consofiduted financial posiion, results of operations or cash flows.

In December 2004, the FASB issued FASB Stoff Position No.109-2 (“FAS 109-2"), “Accounting and Disclosure Guidance for the Foreign Earnings
Repatriation Provision within the American Jobs Creations Act of 2004.” The American Jobs Creations Act ("AJCA”) provides an 85% dividends
received deduction on the repatriation of certain foreign sarnings to a U.S. taxpayer provided certain criteria are met. FAS 109-2 provides
accounting and disclosure guidance for the repatriation provision. We do not expect the adoption of FAS 109-2 to have material impact on

our consolidated financial position, results of operations or cash flows.
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In December 2004, the FASB issued SFAS 123 (revised 2004), “Share-Based Payment” (“SFAS 123R"), which replaces SFAS No. 123,
“Accounting for Stock-Based Compensation” (“SFAS 123") and supersedes AP8 Opinion No. 25, “Accounting for Stock Issued to Employess.”
SFAS 123R requires all share-based payments fo employees, including grants of employee stock aptions, to be recognized in the financial
statements based on their feir values, beginning with the first interim or annual period ofter lune 15, 2005. The pro farma disclosures previ
ously permitted under SFAS 123, na longer will be an dltetnative to financial stafement recognition. We intend to adopt SFAS 123R in aur
third quarter beginning July 1, 2005. Under SFAS 123R, we must determine the appropriate fair value model to be used for valuing share-
based payments, the omortization method for compensation cost and the transition methad fo be used ot date of adaption. We are evaluating
the requirements of SFAS 123R and, given that we have historically granted « significant amouat of stack options to employees, expect that
the adoption of SFAS 123R will have a materiol adverse impact an our consolidated results of operations and earnings per share. We have
not yet determined the fair value model or transition method that we will adopt, or the effect of adogting SFAS 123R including whether the
adoption will result in amounts that are similar to the current pro forma disclosures under SFAS 123,

Risk Factors

The statements that are not historical facts contained in this Annual Report an Form 10X are forward-ooking statements within the meaning of
the Private Securities Litigation Reform Act of 1995, These statements reflect the current belief, expectations or intent of the Company’s manage-
ment and ore subject to and involve certain risks ond uncertainties. Many of these risks and uncertainties are autside of our control and are diffi
cult for s o forecast or mitigate. In addition to the risks described elsewhere in this Annual Report on Form 10K and in certain of our other
Securities ond Exchange Act Commission filings, the following important factors, among others, could cause our actual results to differ materially
from those expressed or implied by vs in any forward-ooking statements contained herein or mada elsewhere by or on behalf of the Company.

Our quarterly ond annual operating results may fluctuate significantly as a result of new product introductions ond other factors which could
couse our stock price to decline significantly

Dur quarterly and ennuel oparating results have fluctuated ond may fluctuate significantly due to o variety of factors, mest of which are outside
of our control. Some of the factors thot could couse our quorterly and annual operating results te fluctuate include the other risks discussed in
this “Risk Factors” section.

We may experience o shorffoll o defoy in generating or recognizing revenues for o number of rensons. Orders on hand ot the beginning of o quorter
ond orders generoted in o quorter do not olways result in the shipment of products ond she recognition of revenues for that quartes. Foilure fo ship
products by the end of the quarter in which they ore ordered may ndversely offect our operating results for thot quostes. Our customer ogreements
typicolly provide that the customer may deloy scheduled defivery dotes and cancef orders within specified time fromes without penalty. Becauss we
incur operating expenses bosed on onticipated revenues and o high pescentoge of our expenses re fixed in the short term, any deloy in generafing
or recognizing forecasted revenues could significantly horm our results of operations.

Additionally, our operating resufts may vary os o result of the timing of our release of new products. The introduction of o new product in any quarter
may cause an increase in revenues in that quarfer that may not be sustainable in subsequent quarters.

If we ore unable to successfully introduce new products to keep pace with the rapid technological changes that characterize our markef, our
results of operations will be significantly hormed

The market for our products is characterized by:
»1apid technological change such as the recent development of optical fiber and wireless technologies;
« frequent new product infroductions such as higher speed and more complex routers;
« avolving industry standards such as new Internet protocols;

- changing customer needs such as the increase in the levels of service agreed to between network service providers and their
customers; and

« short product fife cydles as a result of rapid changes in our customers” praducts,

——
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Qur performance wifl depend on our successful development, introduction and morket acceptance of new and enhanced performance analysis
products that address new technologies and changes in customer requirements. If we experience any defay in the development or introduction
of new products or enhancements to our existing products, our operating results may suffer. For instance, undetected software or hardware
errors, which frequentty occur wher: new products are first introduced, could result in the delay or foss of market acceptance of eur products
and the loss of credibility with our customers. In addition, if we are not able to develop, or license or ocquire from third parties, the underlying
core fechnologies necessary fo create new products and enhancements, our existing products are likely to become technologically obsolete over
time and our operating results will suffer. If the rate of development of new technologies and transmission protocols by our customers is
deloyed, the growth of the marker for our products and therefore aur sales and operating resulis moy be hormed.

Qur abifity to successfully infroduce new products in o timely foshion will depend on several factors, including our ohifity fo:

« Onticipate technological changes and industry trends;

« properly identify customer ngeds;

«innovate and develop new technologies ond epplications;

+hire and retoin necessory vechnical personnel;

o successfully commercialize new technologies in o fimely mannes;

« timely obtain key components for the manufacture of new producs;

«manufocture ond deliver our products in sufficient volumes and on fime;

« price our products compefitively; and

« differentiate our offerings from our competitors” offerings.
The development of new, technologically advanced products is o complex and unceriain process requiring high levels of innavation and highly skilled
engineering ond development persannel, as well as the accurate anticipation of technology and market trends. We cannat be certain that we will
be able to identify, develop, manufacture, market or suppart new or enhanced products successfully, if af all, or on o fimely or costeffective basis.
Further, we cannot be certain that our new products will gain market acceptonce or that we will be able to respand effectively to technological
changes, emerging industry standards or product ennouncements by our competitars. It we fail to respond to technological change and the needs of

our markets, we will lose revenues and our competitive position will suffer.

We depend on sales of  narrow renge of praducts and if customers do aat putchase our products, our revenues and results of aperations would
be significantly harmed

Qur business and praducts are concentrated in the market for systems that analyze and measure the performance of network equipment and
systems. This market is in an evolving market and there is uncertainty regarding ifs size and scope. Our performance will depend on increased
sales of our existing systems and the successful development, infroduction and market acceptance of new ond enhanced products. We cannot be
cerfain that we will be successful in increasing these sales or in developing and intraducing new products. Our tailure to do so would significantly
harm our revenues and results of aperations.

Competition in our market could significontly harm our results of operations

The market for our products is highly compefitive. We face compeition primarily from test equipment monufacturers such as Agilent Technologies,
Spirent Communications and Anritsu. We alsa compete with o number of small companies which are focused on network performance anclysis
and measurement. Additionally, some of our network equipment manufacturer customers have developed, or may devetop, inhause performance
analysis products for their own use or for sals to others. For example, Cisco Systems, our largest customer, has used internally developed test
products for o number of years. Although Cisco Systems has in the past accounted for o significant portion of aur net revenues, we cannot be
certain that it will confinue to do so.
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Bs we brooden our product offerings, we moy move into new morkets ond face odditional competition. Moreover, our compefitors may have more
experience operating in these new markets and be better established with the customers in these new morkets.

Some of our competitors and potential competitors hove greater brand nome recognition and greater financial, technical, marketing, sales ond
distribution copabilities than we do. Mareover, our competitors may consolidote with each other, or with other companies, gwmg them even
greater copabilities with which to compete against us.

ncrensed competition in the network performance analysis and measutement market could result in increased pressure on us fo reduce prices
and could result in o reduction in our revenues and/or ¢ decrease in our morgins, each of which could significantly harm our results of apera-
tions. In addition, increosed competition could prevent us from increasing our market share, or cause us to lose our existing market share, either
of which would harm our revenues and profitability.

We cannot predict whether our current or future competitors will develop or market technologies and products that offer higher perform-
ance or more features or are more cost-sffective than our current or future products. To remoin compefitive, we must confinue to develop
cost-effective products and product enhancements which offer higher performance and more funcrionality. Our failure to do so will horm
our revenues and results of operations.

1f we do not diversity our customer base, we may not be able fo grow our business or increase our profitability

Dur growth depends in port on our obility o diversify our customer base by increasing sales 1o enterprises, Internet and network service providers
and communications chip monufocturers. To effectively compete for the business of these customers, we must develop new products ond enhonce-
ments o existing products and expand oor soles, marketing ond customer support capabifities, which will result in increases in operofing costs. If
we connot offset thase increases in costs with on incregse in our revenues, owr net income may decrease. Some of our existing and potential com
petitors have existing relotionships with many Infemet and network service providers, communications chip manufacturers and enterprises. We con-
not be certgin thot we will be successul in increasing our sales presence in these markets, Any foilwre by us to inciease soles in these markets
would adversely offect our growth.

Becouse we depend on o limited number of network eguipment monufocturers for o mejority of our revenues, ony conceflation, reduction or
deloy in purchoses by these customers could significantly harm our revenues and results of operations

Historically, o small number of netwark equipment manufacturing custormers has accountad for ¢ significant portion of our net revenues. Soles to
our five lorgest customers represented 44.4% of our net revenuss in 2004, 40.4% of eur net revenues in 2003 and 48.5% of our nef revanues in
2002. Sales to Cisco Systems, our lorgest customes, accounted for 31.8% of our net revenues in 2004, 29.1% of aur net revenues in 2003 ond
34.2% of our net revenues in 2002. We expact that significant customer concentration will confinue for the foreseeabl future ond that our oper-
afing results will continue fo depend fo o significant extent upon revenues from ¢ small number of customers.

Qur dependence on lorge orders from o fimited number of netwark equipment manufacturers makes our relationships with these monufacturers
rifical to the success of our business. We cannot be certain that we will be able to retain our loigest customers, that we will be able to increase
our sales o our other existing customers or that we will ba oble to attact odditional customers. From time fo time, we have experienced defay
and reductions in arders from some of our major customers. In addition, our customers hove saught price concessions fram us and may continy
to do so. We typically do not have long-term confracts with our customers, and our major cusfomers con stop purchasing our products ot ony
time without penalty and are free fo purchase products from our competitors. The loss of one or mare of our lorgest customers, any reduction
delay in soles to these customers, our inabiity fo successfully develop and maintain relationships with existing and new customers of require-
ments that we make price concessions could significantly harm our revenues and resulfs of operations.

Qur busingss may be adversely affected by unfavorable general economic and markef conditions

Qur business is subject to the effects of general economic conditions in the United States and globally and, in particulor, morket conditior
the communications and networking industries. In the past, our operating results were edversely offected as o result of unfavorable ecor
condifions ond reduced capitel spending in the United States, Europe ond Asio. n parficulor, sales fo network equipment manufacturers in
fmerice were significontly and odversely offected by the downtum in the economy in the past. If there is a slowdown in the globol econs
ond market conditions, we may experience material odverse impacts on our business, operoting resulls and financial condition.
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Mon-made problems such os computer viruses of ferrorism moy distupt our operations and harm our operating results

Despite our implementation of natwork secusity meastres, our network may be vidnerable fo computer viruses, break-ins and similor disryptions
from unauthorized tampering with our computer systems. Any such event could hove o material odverse effect on our business, operating results
ond finoncial condition. In addition, the effects of wor or acts of errorism could have o material adverse effect on our business, operating resulfs
and financiol condition. The continued thiot of terrorism and heightened security and military action in response to this threat, or ony future
acts of terrarism, moy couse further disruption o the economy and weate further uncertainties in the economy. Energy shortages, such os gos
or electricity shortoges, could hove similor negative impocts. To the extent thot such disruptions or uncertainties result in delays or canceflotions
of customer orders, or the monufociure or shipment of our products, our husiness, operating results and finandial condition could be moterially
and odversely offected.

International activity may increase our cost of doing husiness or distupt our husiness

We plan to continue to expond our infernational operations and sales octivities. Expansion of infernational operations will involve inherent risks
that we moy not be able to control, including:

« supporting multiple lanquogas;
« recruiting and training intemational personnel;
<incrensed complexity and costs of monaging infernational operations;
aincreased exposure fo foreign currency exchonge rate fluctugtions;
« commerciol lows and business praciices that fovor locol competition;
« changing governmental faws and regulations, including difering tabor and employment lows and tonger sales cycles;
« difficulties in collecting receivobles;
« reduced or limited protections of inteflectual property rights;
» more complicated logisticat and distrbution orrangements; and
« political and economic instobilty.
As our customers consolidate, they moy reduce purchases of our products and demand more fovorable terms and conditions from us, which would
horm our revenues and profitability
ansolidation of our customers could reduce the number of customers to whom our products could be sold. These merged customers could obtain
aducts from a source other than us o demand more faverable terms and conditions from us, which would harm our revenues and profitabiliy.
uddition, our nefwark equipment manufacturer customers may merge with or acquire our competitors and discantinue their relofionships with s.

sisitions underfaken and any that we may undertake could be difficult fo integrate, distupt our business, dilute shoreholder value and signifi-
iy harm our operating results

sitions are inherently risky and no assurance can be given that our previous or future acquisifions wil be successful or wil not materiolly ond
saly offect our business, operating results or financial condition. We expect to continue to review opportunifies fo acquire other businesses or
Hagies that would complement aur current praducts, expand the breadih of our markets, enhance our technicel capabilities or otherwise offer
oppartunities. While we are not currently o porly to ony acquisition agreements, we may acquire edditional husinesses, products o technolo-
the future. If we make any further acquisitions, we could issue stock thar would dilute existing shareholders” percentage ownership, and we
cur substantiat debt or assume contingent lihifities. We have limited experieace in acquinng other businesses and technolagies. Acguisitions
wmerous risks, including the following:
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« problems ossimilafing the acquired opesations, fechnologies or producs;

< unanticipated costs associnted with the ocquisition;

« diversion of management's attention from out core business;

« adverse effects on existing business relationships with suppliers, confract monufacturers, customers and industry experts;
«Tisks associated with entering mavkefs in which we have no or limited prior experience; and

« potential loss of the acquired arganization’s or our own key employees.

We recorded impairment charges of $1.7 million in 2002 and 5410,000 in 2003 relating to the October 2001 acquisition of Caimis, Inc. The
charges recorded in 2002 resulted from the decline in business conditions in 2002 and our restructuring of our resources o focus on higher-growth
opportunities than the Caimis products. in 2003, the continued lack of customer interest in these products resulted in the write-off of the remaining
(qimis investment. We cannot be certain thot we would be successful in avercoming problams in connection with aur past o futute acquisitions, ond
our inability to da so could significantly harm our assets acquired in such acquisitions, revenues and results of operations.

It we are unable to expand our sales and distribution channels or are unable to successfully manage our expanded sales arganization, au
revenues and results of operations will be harmed

Historically, we have telied primarily on o fimited direct sales arganization, supported by third-pasty manufacturers” representatives and distribu-
tors, ta selt our products. Our distribution strategy focuses prmarily on developing and expanding our direct sales organization ond our network
of manufacturers” representatives and distributars. We may not be able ta successfully expand our sales ond distribution channels, and the cost
of any expansion may exceed the revenues that we generate. To the extent that we are successful in expanding our sales and distribution chan-
nels, we cannot be certain that we will be able to compete successfully against the significantly larger and betterfunded sales and marketing
aperations of many of our current or potential compefitors. In some cases, we have granted exdusive rights to our distributors and manufactur-
ers’ representatives to market aur products in their specified teritaries. Our distributors and manufacturers’ representatives may not market our
products effectively or devate the resources necessary to provide us with effective sales, marketing and technical support. Our incbility fo effec-
tively manage the expansion of our sales and support staff, or to maintain existing or establish new relationships with successful monufocturers'
representatives and distributors, would harm our revenues and results of operations.

If we are unable to expand our international scles and distribution channels or manage them effectively, our results of opertions would be harmed

Historically, o significant portion of our sales have heen made fo customers in the United States. Sales in the United States accounted for 73.7%
of our net revenues in 2004, 69.7% of our net revenues in 2003 and 78.8% of our net revenues in 2002. In the post, we have depended on dis-
tributors for o substantial portion of our international sales. n 2002, two of our distributors entered bankrupicy and were thergfore ferminated os
distributors of our preducts. These terminations and additional future losses of one or more of our international distributors or their failure to sel
our products would limit our obility fo sustain and grow our sevenues in internationa! markets. In October 2002, we estoblished o Jopanese
subsidiory in Tokyo, Japan. We intend 1o expand into additional intesnational markets, including in Furope ond in the Asia Pacific region, by
adding distributors and intemotionc! sales and support personnel. Out failure in these efforts could significantly horm our results of operarions
ond decreose the volus of our stock.

Changes in lows, regulations ond financiaf accounting stondords moy affect our reported results of operotions

Changes in accounting regulations ond standards con have o significont effect on our reported results. §ew pronouncements ond vorying inferpre-
tations of pronouncements have occurred in the post and ore fikely to occur in the future as o result of recent Congressionol and segulotory
actions. New lows, reguiations and accounting stondards, as well os the questioning of, or changes 1o, currently occepted occounting proctices
in the technology industry may adversely affect our reported finoncial results, which could hove on odverse effect on our siock price.

fn porficulor, the FASB recently enacted SFAS 123R which requires the recording of compensation expense associated with stock opfion grants on our
income stafement. The urrent methodology for expensing such stock opfions is based on, among ofher things, the esfimated volofility of the undery-
ing stock. Our stack price has historically been volatile. Therefore, the adoption of an accounting stendard requiring companies o expense stock
options will negatively impact our profitability and may adversely impact our stock price. In oddition, the adoption of such a standard could fimit our
ability to confinue to use stock options as an incentive and refention foof, which could, in tum, hurt our ability to recruit and retain employees.

—
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Additionally, the Sarbanes-Oxley Act of 2002 and reloted regulations may result in changes in accepted practices within our industry and may
adversely impact our stock price. Additionally, these regulations moy increase our cost of doing business and adversely impact our profifability.

Some key components in our products come from sole or limited sources of supply, which exposes us to potentiol supply shortages that could
disrupt the manufacture and sale of our products

We and our confract manufacturers currently purchase a number of key components used to monufacture our products from sole or limifed sources
of supply for which aiternative sources moy not be available. From fime 1o time, we hove experienced shortages of key components, including
chips, oscillotors ond opficol modules. We and our contract manufacturers have no guaranteed or long-term supply arrangements for these or other
components, incuding field programmable gate arays, or FPGAS, which ore infegrated circuits that con be repeatedly reprogrammed to perform
different sefs of functions as required. Financial or other difficulties faced by our suppliers or significant changes in market demand for necessary
companents could limit the availability fo us and our contract manufacturers of these components. Any interruption or delay in the supply of any
of these components could significantly harm our ability to meet scheduled product deliveries o our customers and cause us fo fose sales.

In addition, the purchase of these components on o sole souice basis subjscts us to risks of price increases and potentiol quality assurance problems.
Consolidation involving suppliers could further reduce the number of olternatives available to us and affect the cost of components. An increase
in the cost of components could make cur products less competitive and result in lower margins.

There are limited subsfitute supglies ovailable for many of these components, including field programmable gate arrays. All of these companents are
riticot to the production of our products, and competition exists with other manufacturers for these key components. In the event that we can no
fonger obtain matesials from o sole source supplier, we might not be able to qualify or identify oliemative suppliers in o timely fashion, or of ol

It we tal to accurately forecast cur manufacturing requirements, we could incur additional costs and experience manutacturing delays

We provide our contract manufacturers with rofling ferecasts based on anticipated product orders to defermine our manufacturing requirements.
Some of the components used in our products have significont fead fimes or lead times which may unexpectedly increase depending on foctors
such os the specific supplier, contract terms and the demand for components of o given fime. Becouse of these fong lead fimes, we ore often
required to forecast and order products before we know what our specific manufacturing requirements will be. If we overestimate our product
arders, our contract menufacturers may have excess inventory of completed products which we would be cbligated to purchase. This will lead

to increased costs and the risk of obsolescence. If we underestimate our product orders, our contract manufacturers may have inadequate inven-
tory, which could resulf in delays in shipments, the loss or deferral of revenues and higher costs of sales. I may also add costs to our products
to expedite delivery of our produtts to customers or those components with long lead fimes fo our contract manufacturers. We connet be certain
that we will be able to accurately forecast our product orders and may in the future carry excess or obsolete inventory, be unable fo fulfill
customer demand, or bath, thereby harming our revenues, results of operations and customer relotionships.

Fatlure by our contract manufacturers to previde us with adequate supplies of high quality products could harm our revenues, results of operaions,
compefitive posifion and reputation

We currently rely on a fimited number of contract manufacturers to manufacture end assemble our products. We may experience delays in receiving
product shipments from contract manutacturars or ather prblems, such as inferior quality and insulficient quantity of product. We cannat be certain
that we will be able to effectively manage our contract manufacturers or that these manufacturers will meet our future requirements for timely deliv-
ery of praducts of sufficient quality and quantity. We infend to introduce new products ond product enhancements, which will require that we ropidly
achigve volume production by effectively coordinating with cur suppliers and contract monufacturers. We do not have any long-term contracts with
our confract manufacturers. The inability of our contract manufacturers to provide us with adequate supplies of high-quality products or the foss of
any of our contract manufacturers would cause a delay in our ability to fulfl customer orders while we obtain o replacement manufacturer and
would horm our revenues, results of operations, competitive positin and reputafion.

We may not be oble to expand our contract manufacturing capacity or our infernal 4esting or quality assuronce functions as required to keep up
with demand for our products. Any such failure would in tum hinder our growth. If we do not expand these capacities and functions effectively
o in  timely manner, we may experience distuptions in product How which could limit our revenues, adversely affect ur competitive pasition
and reputation and cesult in additional cost, cancellotion of orders or hath.
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Because of intense compefition for technical personne!, we may not be able o recruit or retain necessary personnel on g cost-effective basis

Qur success will depend in large port upon our ability to identify, hire, retain and motivate highly skiled employees. We plan to increase the aum-
ber of aur research and develapment, marketing, sales, customer support and operations employees. Competifion for highly skilled emplovees in
aur industry s intense. fn addition, employees may leave our company and subsequently compete against us. Our failure to attract ond retain
these qualified employees could signiticantly harm our ability ta develop new products and maintain customer relationships. Volatility or lack of
positive performance in our stock price may atso adversely affect our ability to atteact and retain highly skilled employees whe may lock o stock
optians as a key component of their compansation. The loss of the services of any of our qualified employaes, the inability to attract or refain
qualitied persannel in the future or delays in hiting required persannal could hinder the development aad infroduction of new and enhanced prod-
ucts and horm our ability to sell our products. Moreover, companies in aur industry whose employees accept positions with competitars frequently
claim that those competitars have engoged in unfair hiring practices. We may be subject fo such daims as we seek to retain or hire qualified per-
sonnel, some of whom may currently be working for our competitors. Some of these claims may result in materiol ltigation. We could incur sub-
stantial costs in defending ourselves against these claims, regardless of their merits. Such claims could also discourage potentiot employees who
currently work for our competitars from joining us.

The loss of any of our key personnel could significontly harm our results of operations and competitive position

Qur success depends o a significant degree upon the continuing contributions of our key management, technical, marketing and soles employess.
There can be no assurance that we will be successful in retaining our key employees or that we con aftract or retain additional skilled personnel as
required. Foilure to retain key personnal could significantly harm our results of aperations and competitive posifion.

Continued ropid growth will sirain our opsrations and require us to incur costs fo maintain and upgrade our management ond operational resources

We have experienced ond ore continuing 1o experience a period of growth. Unless we monnge our growth effectively, we may have difficulty
in operoting our business. As o result, we may inaccurately forecost sales and materials requirements, foil fo integrate new personnel or foif to
moinfain adegquate infernal controls, which may result in fluctuations in our operating results and couse the price of our stock o decline. We plon
o continue fo expond our operations which may place o significant strain on our management ond operationol resources. In order to manoge
our growth effectively, we must implement ond improve ous operotional systems, procedures ond controls on o fimely basis. If we connot
monage growth effectively, our profitabifity could be significantly hormed.

Qur products moy contain defects which may cause us to incur significant coss, divert our ottention from product development efforts ond result in
o loss of customers

Our existing products and any new or enhonced products we infroduce may confain undesected software or hordwore defects when they ose first
introduced or 0s new versions are relensed. These problems may cause us to incur significant domages os worrany ond repais costs, divert the
oftention of ous enginesring personnel from our product development efforts ond cause significont customer refation problems o loss of cusiomers
and repufation, all of which would harm our results of operations. A successfut caim ogainst us for an amount exceeding the fimit on our product
fiabitity insurance policy would force us 1o use our own resources, to the extent ovailable, to pay the dlaim, which could result in an increase in
our expenses and o reduction of cur working capifol ovailable for other uses, thereby horming our profitability and copital resources.

Qur failure to protect our intellectual property may significantly horm our resuits of operations and reputation

Qur success and ability to compete is dependent in parf on our ability fo patent, protect ond maintain our proprietary rights 1o our intellectual property.
We currently rely on o combination of patent, rade secret, rademark and copyright laws to establish and protect our intellectual property. To date, we
hove refied primarily on trade secret lows to protect our proptietary processes and know-how. We hove one U.S. patent and hove filed applicotions for
additional patents in the U.S., Jopan and the Ewropean Union. We canniot be certain that any of these applications will issue into patents or that ony
such patents, if issued, or our existing patent will be upheld. We also cannot be certain that our existing patent and any such additional patents, i
issued, will be effective in protecting our proprietary fechnology.

We generally enter into confidentiality agresments with our officers, employees and consultants. We dlso generally limit access to and distribution of our
source code and further limit the disclosure and use of our other propriefury information. However, these measures provide only limited protection of aur
intelectual praperty rights. In addition, we may nat have signed agreements confaining adequate protective provisions i every case, and the cantractual
provisions that are in place may not provide us with adequate protection in all circumstances. Further, we have not included copyright natices on all of
our copyrightable intellectual property. Any infringement of our praprigtary rights could result in significant litigation costs, and any failure to adequately
pratect our propriefary rights could result in our competitors offering similar products, patentially resulfing in loss of one or more competitive advantages
and decreased revenues.

;—-—
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Despite our efforts fo protect aur proprietary rights, existing trade secret, copyright, patent and trademark laws afford us only limited protection. In
addition, the laws of some foreign countrigs do not protect our proprietary rights to the same extent as do the lows of the United States. Others
may aftempt to copy of reverse engineer aspects of our products or fo obtain and use information that we reqard as proprietary. Accordingly, we
may not be able to prevent misappropriation of our technologies or to deter others from developing similar fechnologies. Further, monitoring the
unauthorized use of our products and our proprietary rights is difficult. Litigotion may be necessary to enforce our intellectual property rights or
to determine the validity and scope of the proprietary rights of others. Lisigation of this type could result in substantial costs and diversion of
resources and could significantly horm our results of operations and reputation.

Claims that we infringe third-party infellectuat property rights could result in significont expenses or restrictions on eur ability fo sefl our products
From time to time, other parties moy ossert patent, copyright, trademark and other inteflectual property rights to technologies and in various
jurisdictions that are important fo our busingss. We cannot provide assuronce that others will not claim that we are infringing their intellectuol
property rights or that we do not in fact infringe those intellectual property rights. We have not conducted o search fo defermine whether the
technology we have in our products infringes or misoppropriates intellectual property held by third porties. tn oddition, becouse patent opplico-
tions in the United States are not publicly disclosed until the patent is issued, opplications may have been filed which could relote to our producs.

Any dlaims asserting that our products infringe or may infringe proprietary rights of third parties, if determined adversely to us, could significantly
harm our results of operations. Any claims, with or without merit, could:

- be time-consuming;

«esult in costy litigation;

« divert the sfforts of our technical ond management personnel;

« require us to develop oltemative technology, thereby causing product shipment defoys and the loss or deferral of revenues;
«equire us 1o ceose selfing the products containing the infringing intellectual property;

« require us o poy substantial damage owards;

» domage our reputation; of

< equire us o enter info royalty-or licensing agreements which, if required, may not be available on terms acceptable to us, if af all.

In the event o claim against us were successful and we could not obtain @ license to the relevant technology on acceptable terms or ficense a sub-
stitute fechnology or redesign our products fo ovoid infringement, our revenues, results of operations ond competitive position would be harmed.

{f we fail to maintain our relationships with industry experts, our products may lose industry and market recognition and sales could decline

Qur relationships with industry experts in the field of performance analysis and measurement of networks and netwark equipment are citical for
maintaining our industry credibility and for developing new products and testing methodologies in a timely fashian. These experts have established
standard testing mathodologies that evalyate new network equipment products and technologies. We provide these experts and their testing labs
with our products and engineering assistance to perform tests on these new network equipment products and technologies. These industry experts
veter to our products in their publications which has given our products industry recognition. In addition, these labs offer us the opportunity to test
our products on the newest netwark equipment and technologies, thereby assisting us in developing new products that are designed to meat evolv-
ing fechnological needs. We cannat be certain that we will be able to maintain our telgtionships with industry experts or that our competitors wil
not obtain similar or superior relationships with industry experts. It we are unable to maintgin aur relationships with industry experts, our products
may lose industry ond market recagnition which could harm our reputation and competitive position and cause our sales to decline.
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Qur headquarters, mony of our customers and some of our contract monufocturers and suppliers are focated in Cafifornio where notural disosters
have occurred and may occur in the future

Crrently, our corporate headquarters, mony of our customers and some of our controct manufocturers ond suppliers ore located in Colifornia.
Californic historically has been vulnerable to natural disasters and other risks, such as earthquakes, fires and floods, which of times have disrupt
ed the local ecanomy and posed physical risks to our property. We and some of our customers, contract manutacturers and suppliers do not have
redundont, multiple site copacity. In the event of o natusol disoster, our ability to conduct business could be significantly disrupted, thereby
harming our results of aperations.

Provisions of our arficles of incorposation and bylows may meke it difficult for o third party to acquire us, despite the possible benefits to our shoreholders

Qur board of directars has the authority to issue up to ane million shares of preferred stock and to determine the price, rights, preferences, privileges
ond restrictions, including voting rights, of those shores without any further vote or action by the shareholders. The rights of the holders of our com-
mon stock are subject fo, and may be adversely affected by, the rights of the holders of any preferred stock that we may issue. The issuance of
preferred stock coutd have the effect of making it more difficult for o third party to acquire a majority of our outstanding vating stack. Furthermore,
some provisions of our orficles of incorporation ond bylows could deloy or make more dificult o merger, tender offer or proxy contest involving us.

These provisions of our articles of incorporation and bylaws may hove the effect of delaying, delerring or preventing o change in our cantral despife
possible benefits to our shareholders, moy discourage bids of o premium over the market price of our common stock ond may haorm the morket price
of our comman stock and the vofing and ofher rights of our shareholders.

{tem 7. Quontitafive und Qualifative Disclosures About Market Risk
Interest Rote Sensitivity

The primary obiective of our investment activities is to maintain the safety of principal and preserve liquidity while moximizing yields without sigaifi-
contly incrensing risk. Some of the securifies that we hove invested in maoy be subject o morket risk. This means that o change in prevoiling interest
rafes moy cause the principal omount of the investment to fluctuote. To minimize this tisk, we maintoin our portfolio of cash eguivalents and invest
ments in a variety of secuities, including commercial paper, government debt securities, corporate debt securities and money market funds. We do
not use ny derivatives or similor inshuments to monage our inferest rete risk. We intend and hove the ability fo hold these secusities to moturity
and, therefore, we would nof expect our consolidated operating results or cash flows to be affected fo any significant degree by a sudden chonge

in matket interest tates. Currently, the carrying amount of these securifies approximates fair marker value. However, the fair market value of these
sequrities is subject to inferest rote risk and would deding in value if morket interest rates increosed. If markef interest rates were to increase imme-
diately and uniformiy by 10 percent from the levels os of December 31, 2004, the decline in the fair morket value of the portfolio would not be
material to our consolidated financial position, results of eperations or cash flows.

Exchange Rate Sensiiivity

The majority of our revenues and expenses are denominated in U.S. dollars. However, since we have sofes and service operations outside of the
United States, we do have some fransactions that are denorminated in foreign currencies, primarily the Japanese Yen, Euro, Romanian Lei and British
Pound. As o result, our finoncial results could be offected by changes in foreign currency exchange rotes. We hove not engoged in foreign cumency
hedging fo dafe, but we may do so in the future to decrease fluctuations in consolidated operating results due to changes in foreign currency
exchange rates.

tem 8. Financial Statements and Supplementary Data

Qur financial statements and supplementary dofa required by this ftem ore provided in the consolidoted financial statements of the Company
included in this Annual Report on Form 10-K as listed in fem 15(a) of this Annual Report an Form 10-K.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None

B E——— |
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ftem 94. Controls und Procedures
(1) Conclusion Regarding the Effectiveness of Disclosure Controls and Procedures

Under the supervision and with the participation of our management, including our Chief Executive Officer and Chief Financial Officer, we conducted
an evaluation of our disclosure controls and procedures, as such term is defined under Rule 130-15(e) promulgated under the Securities Exchange
Act of 1934, os omended (the Exchange Act). Bused on this evaluation, our Chief Executive Officer and our Chief Finonciol Officer concluded thet our
disclosure cantrols and procedures were effective as of the end of the period covered by this anaual report.

{b) Management's Report on Internal Control Over Financicl Reporting

Our management is responsible for establishing and maintaining edequate internal control over financial reporting, os such term is defined in
Exchange Act Rule 130-15(F). Under the supervision ond with the participation of our monogement, including our Chief Executive Officer and Chief
Financial Officer, we conducted an evaluation of the effectiveness of our intermal contral aver financial reparting based on the framewaork in Internal
Control - Integrated Fromework issued by the Committee of Sponsoring Organizations of the Treadway Commission. Based on our evaluation under
the fromework in Internol Control - Integroted Framewark, our management conchuded that our infernaf controf over finandial reparting was effective
as of December 31, 2004.

(o) Attesfation Report of the Independent Registered Public Accounting Firm

Qur management’s assessment of the effciveness of our infernal control over financial reporting as of December 31, 2004 has been audited by
PricawaterhouseCoopers LLP, on independent registered public accounting firm, os stated in their report which is included herein.

(d) Changes in Internal Control over Finaricial Reporting

There have been no changes in intermal control over financial reporfing that accurred during the fourth quarter of 2004 that have materially affected,
or are reasonably likely to materially affect, our infernal control over financic! reporting.

Item 98. Other Information

Not applicable.

PART I

{tem 10. Directors and Executive Officers of the Registrant

Certain information required by this Item is incorporated herein by reference to information appearing in our definifive Proxy Statement for our
Annual Meeting of Shareholders to be held on May 19, 2005, which information appears under the coptions entitled “Election of Dirsctors,”
“Executive Officers” and “Section 16(a) Beneficial Ownership Reporting Compliance.” The Proxy Statement will be filed with the Commission
within 120 days affer the date of our lost fiscal year-end which was December 31, 2004

The Registrant has adopted o Code of Ethics for its Chief Executive and Senior Financial Officers, o copy of which is included as Exhibit 14.1 to this
Annual Report on Form 10K

item 11. Executive Compensation

The information required by this tfem is incorporated herein by reference to information appearing in our definitive Proxy Statement for our
Annual Meeting of Sharehalders to be held an May 19, 2005, which information appears under the captions “Election of Directors -
{ompensation of Directors,” “Executive Compensation ond Other Information,” “Board of Directors and Compensation Committee Reports on
Executive Compensation” ond “Performance Graph.” The Proxy Statement will be filed with the Commission within 120 doys ofter the date
of our lust fiscal year-end which was December 31, 2004,
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ltem 12, Security Ownership of Certuin Beneficial Owners and Management

The information required by this Wem is incorporoted herein by reference to information appearing in our definitive Proxy Statement for our Annugl
Mesting of Shareholders to be held on May 19, 2005, which informatian appears under the captions “Common Stock Ownership of Principal
Shareholders and Management” and “Fquity Compensation Plan Information.” The Proxy Statement will be filed with the Commission within 120
dovs ofter the dote of our last fiscal yearend which was December 31, 2004.

ltem 13, Certoin Relationships and Reloted Transactions

- The information required by this Item is incorparated herein by reference to information appearing in our definitive Proxy Statement for our Annual
Meeting of Shareholders to be held on May 19, 2005, which information appears under the caption “Certain Relotionships and Related
Transactions.” The Proxy Statement wil be filed with the Commission within 120 days after our lost fiscal year-end which wos December 31, 2004.

tem 14. Principal Accounting Fees and Services

The information required by this tem is incorporated herein by reference to information appearing in our definitive Proxy Statement for our Annual
Meeting of Shareholders to be held on May 19, 2005, which information appsars under the caption “Principl Accountont Fees and Services.” The
Proxy Statement will be filed with the Commission within 120 doys after our lust fiscal vear-end which was December 31, 2004.

PART 1V

ftem 15. Exhibits and Financial Statement Schedules
{) The following documents are filed as part of this Report:
(1) Consalidated Finoncial Stotements
The consolidoted finaniol statements listed in the accompanying Index o Consolidated Financiol Stotements are filed os port of this report.
(2) Financiel Statement Schedule

The finonciol statement schedules have been omitied because they are not applicable or the infarmation required to be set forth therein is
included in the consolidated financial statements or notes thereto.

(3) Exhibits

21 Stock Purchose Agreement dated as of February 20, 2004 by and among Ixio, 63 Nove Technology, Mihai Moldovan, Dang
Moldovan and Ovidiu Rancu (schedules are omitted from this ogreement, and the Registrant agrees to furnish supplementally
a copy of any such schedule to the Commission upan request)®

3. Amended ond Restoted Articles of Incorporation, as amended®

32 Bylows, as omended"

10.1*  Amended and Restated 1997 Equity Incentive Plan®

10.2%  Amended ond Resfoted Non-Employee Director Stock Option Plan®

10.3  Employee Stock Purchase Plon®

10.3.1*  Amendment No. 1, dated May 9, 2003, to ki Employee Stock Purchose Plan®

0.4 Officer Severonce Plan®

10.5*  Form of Indemnity Agreement between ixia and its directors and executive officers®

10.6 Office Lease Agreement dated November 5, 1999 between Malibu Canyon Office Pariners, LLC and Ixia First Amendment fo
Dffice Lease dated os of March 22, 2000 and Second Amendment to Office Lease dated Moy 8, 2003

10.6.1  Third Amendment to Office Lease dated September 2004 between Malibu Canyon Office Partners, LLC and Ixia

107 Warrants doted August 2, 2000 6 Purchase 80,000 Shares of Common Stack issued to Robert W, Bass"™

|
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10.8  Registration Rights and Stock Transfer Restriction Agreement dated as of September 1, 2000 among Ixia, Technology
Copital Group S.A. and Stéphone Rotel™

10.10*  Employment offer ltter agreement dated October 27, 2001 between Ixia and David Anderson®?

10.11%  Employment offer letter ogreement doted as of February 27, 2003 hetween lxia ond Robert W, Bass™

1012% Employment Offer Letter Agreement, effective July 30, 2003, between Ixic and Alon Amrod™

1013 License, Distribution and Option Agreement, dated luly 7, 2003, between NetlQ Corporation and Ixig®

10.14% 2004 Employse Bonus Plan

14.1 Code of Ethics for Chief Executive and Seniar Financial Officers"”

N Subsiciaries of the Registront

23 Consent of PricewaterhouseCoopers LLP

AN Certificate of Chief Executive Officer of fio pursuont fo Rule 130-14(0) under the Exchange Act, os odopted pursuant fo Section
302 of the Sarbones-Oxley Act of 2002.

312 Certificate of Chief Financial Officer of Ixio pursuont to Rule 130-14¢0) under the Exchanga Act, os adopted pursuant fo Section
302 of the Sarbanes-Oxley Act of 2002,

321 Certificate of Chief Executive Officer and Chief Financial Officer of bia pursuant to Rule 13a-14(b) under the Exchange Act and
Secfion 906 of the Sarbanes-Oxley Act of 2002.

* Consfitutes @ management contract or compensatory plan or asrangement required fo be filed as an exhibit fo this Annual Report on Form 10,
" Incorporated by reference to the Registrant’s Quarterly Report on Form 104 (File No. 000-31523) for the fiscal quarter ended March 31, 2004.

 Incorporated by reference to Exhibit No. 3.1 to Amendment No. 1 fo the Registrant's Registration Statement on Form S-1 (Reg. No. 333-
42678) filed with the Commission on Septernber 5, 2000.

“ Incorporated by reference to Extibit No. 3.2 to Amendment No. 2 to the Registrant’s Registration Statement on Form S-1 (Reg. No. 333-
42678) filed with the Commission on September 19, 2000.

“ Incorporated by reference to Exhibit 4.1 o the Registront’s Registration Statement on Form 58 (Reg. No. 333-117969) filed with the
Commission on August 5, 2004,

 Incorporated by reference to Exhibit 4.2 to the Regishrant’s Registration Statement on Form S8 (Reg. No. 333-117969) filed with the
(ommission an August 5, 2004.

“ Incorporcted by reference fo Exhibit No. 10.3 fo Amendment No. 1 fo the Registrant’s Registration Statement on Form -1
(Reg. No. 333-42678) filed with the Commission on September 5, 2000.

“ {ncorporated by reference to Extibit 4.2 1o the Registrant’s Registration Statement on Form S8 (Registration No. 333-107818) filed
with the Commission on August 8, 2003,

 Incorporated by reference to Exhibit No. 10.4 1o Amendment No. 1 to the Registrant's Registration Statement on Form S-1 (Reg. No. 333-
42678) filed with the Commission on September 5, 2000,

* Incorporated by reference to Exhibit Ne. 10.5 fo Amendment No. 1 to the Registrant's Registration Statement on Form S-1 (Reg. No. 333
42678) filed with the Commission on September 5, 2000.

" Incorporated by reference to Exhibit No. 10.14 to the Registrant’s Registration Statement on Form S (Reg. No. 333-42678) filed with the
Commission on July 31, 2000.

“* ncorporated by reference to Exhibit No. 1015 to Amendment No. 1 1o the Registrant’s Registration Statement on Form S-1 (Reg. No. 333
42678) filed with the Commission on September 5, 2000.

" Incorparated by reference o Exhibit No. 10.17 to Amendment No. 3 to the Registrant’s Registration Statement on Form S-1 (Reg. No. 333-
42678) filed with the Commission on September 27, 2000,
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" |ncorporoted by reference to Exhibir No. 10.13 to the Registrant’s Annual Report on Form 10K (File No. 000-31523) for the fiscal year ended
December 31, 2001.

" ncorporated by reference to Exhibit No. 10.14 to the Registrant’s Anual Report on Form 10K (File No. 000-31523) for the fiscal year ended
December 31, 2002.

%9 {ncorporated by reference to Exhibit 10.1 to the Registrant’s Quarterly Report on Form 100 (File No. 000-31523) for the fiscal quarter ended
September 30, 2003,

% tncarporated by reference to Exhibit 10.2 to the Registrant’s Quarterly Report on Farm 10- (File No. 006-31523) for the fiscal quarter ended
September 30, 2003.

“ {ncorparated by reference Yo the Registront’s Annual Report on Form 10-K (File No. 000-31523) for the fiscol year ended December 31, 2004,

{b) Exhibits
See the list of Exhibits under ltem 15(a)(3) of this Annucl Report on Form 10

{¢) Finoncial Stotement Schedules
See the Schedule under ttem 15(a)(2) of this Annual Report on Form 10-K.

SIGNATURES

Pursuant to tha requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has duly caused this report to be signed
on its behalf by the undersigned, thereunto duly outhorized.

Doted: March 15, 2005 IXIA
/s/ ERROL GINSBERG
Errol Ginsherg
President and Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this Report has been signed below by the following persons on beholf of the
Registront ond in the copecities ond on the dotes indicoted.

Name Title Date

/s/ ERROL GINSBERG President, Chief Executive Officer and Directos March 15, 2005
Errol Ginsherg (Principal Executive Officer)

/57 THOMAS B. MILLER Chief Financial Officer March 15, 2005
Thomas B. Miller (Principal Financial and Accounting Officer)

/s/ SEAN-CLAUDE ASSCHER Chairman of the Boord March 15, 2005
Jeon-Claude Asscher

/s/ JON F RAGER Director March 15, 2005
Jon . Rager

/s/ MASSOUD ENTEKHABI Director March 15, 2005
Massoud Entekhabi

EE—— |
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Report of independent Registered Public Accounting Firm
To the Board of Directors and Shareholders of fxic:

We have completed an integrated oudit of Ixio's 2004 consolidated financial statements and of ifs internal control over financiol reporting s of
December 31, 2004 and audits of its 2003 and 2002 consolidated financial statements in occordance with the standards of the Public Company
Accounting Oversight Boord (United States). Qur opinions, based on our audits, are presented below.

Consolidated finoncio stotements

In our opinion, the accompanying consolidated balonce sheets and the related consolidated statements of income, shorefolders” equity and cosh
Hows present fairly, in oll material respacts, the consolidated financiol position of Ixia ond its subsidiories of Dacember 31, 2004 ond 2003,
and the results of their operations and their cash flows for each of the thres years in the period ended December 31, 2004 in conformity with
accounting principles generally accepted in the United States of America. These financial statements are the responsibility of the Compony’s
management. Our responsibility is to express an opinion on these financial statements based on our audits. We conducted our cudits of these
statements in accordance with the standords of the Public Company Accounting Oversight Board (Unifed States). Those stondards require that
we plon ond perform the oudit o obtain reosonable assurance about whether the financiol statements are free of material misstatement. An
audit of financial statements includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements,
gssessing the accounting principles used and significant estimates made by management, and evaluating the overall finnciaf statement presen-
totion. We believe that our oudits provide o reasonable basis for our opinion.

Internal control over finonciol reporting

Also, in our opinion, management’s assessment, included in Monagement’s Report on Internal Control Over Financial Reporting appearing under
Itern 94, thot the Company maintained effective intemal cantral over financial reporting as of December 31, 2004 based on citeria esteblished in
fnteral Control - Infegrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (C0S0), is fairly stated,
in ol moreriol respects, bosed on those writerio. Furthermore, in our opinion, the Company maintained, in oll matesial respects, effective intemal con-
trol over finonciol reporting as of December 31, 2004, based an criteria established in Internol Control - Integrated Framework issued by the (0S0.
The Company’s management is responsible for maintaining effective intemal control over finandial reporting and for its assessment of the effective
ness of internal contro) over financial reporting. Our responsibility is o express opinions an management’s assessmesnt ond on the effectiveness of
the Company’s internal control over financial reporting based on our audit. We conducted our audit of internal control over financial reporting in
accordonce with the standards of the Public Company Accounting Oversight Board (United States). Those standards require that we plan and perform
the audit o obiain reosonable assurance about whether effective internal contre! over financial reporting was maintained in ofl material respects, An
audit of internal control over financial reporting includes obfaining an understanding of intermal control over financial reporting, evaluating manage-
ment's nssessment;, testing and evaluating the design and operafing effectiveness of internal control, and performing such other procedures os
we consider necessary in the circumstances. We believe that our audit provides o reasonable basis for our opinians.

A company's internal control over financia! reporting is o process designed to provide reasonable assurance regarding the reliability of financicl reporting
and the preparation of financial statements for external purposes in accordance with generally accepted accounting principles. A company’s internal cor
trol over financial reporting includes those policies and procedures that (i) pertain to the maintenance of records thot, in reasonable detail, accurately and
fairy reflect the fransactions and dispositions of the assets of the company; (i) provide reasonable assurance that ransactions are recorded os necessary
to permit preporafion of financial statements in accordance with generally accepted accounting principles, ond that receipfs and expenditures of the com-
pany are heing made only in accordance with authorizations of management and directors of the company; and (iii) provide reasonable ossurance
reqarding prevention or fimely defection of unautherized acquisition, use, or disposition of the company's assets that could have @ material effect on the
financiaf stafements.

Becouse of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Alse, projections of any
evaluation of effectiveness to future periods are subject to the risk that controls may become inodequate because of changes in conditions, or
that the degree of compliance with the policies or procedures moy deteriorote.

/s/ PricewaterhouseCoopers LLP

Los Angeles, California
March 11, 2005

e EEEE—————— |
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IXIA

Consolidated Balance Sheets (in thousands)

December 31, 2004 December 31, 2003
Assets
Cument ossefs:
Cash and cosh equivalents S 16,383 $ 21,133
Short-term investments in marketable securities 81,757 42,718
Accounfs receivable, net 22,069 17,121
Inventories 6,669 5,585
Deferred income taxes 3,756 4760
Income taxes receivable 1,69 2,01
Prepaid expenses and other current assets 2,878 2,187
Total current assets 135,208 95,495
[nvestments in marketable securities 49,015 58,072
Property and equipment, net 12,268 6,907
Deferred income taxes 4,798 2,381
Goodwil 1,377 1,592
Intangible assets, net 23,031 19,960
Other ossefs 612 611
Total assefs $ 236,309 $ 185,018
Lichilities and Shareholders” Equity
Current liabilities:
Accounts payable $ 1,556 $ 806
Accrued expenses 13181 8,825
Defarred revenue 7,032 5,436
Income taxes poyoble 4,203 2,897
Total current lighilities 25,972 17,964
Deferred income taxes 3,411 -
Total liobilifies 29,383 17,964
Commitments ond confingencies (Note 7)
Shaseholders equity:
Preferred stock, without par value; 1,000 shares authorized and
none outstanding - -
Common stock, without par value; 200,000 shares authorized af
December 31, 2004 and December 31, 2003, respactively, 62,459
and 59,642 shares issued and outstanding as of December 31, 2004
and December 31, 2003, respectively 100,144 84,048
Addifional paid-in capital 53,247 48,769
Deferted stock-hased compensation - (419)
Retained eornings 53,535 34,656
Total shereholders” equity 206,926 167,054
Total liabilities and shoreholders” equity 5 236,309 5 185,018

The occompanying notes ore on infegrof part of these consolidated financiol stafements
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IXIA
Consolidated Stotements of Income (in thousonds, excepr per share doto)
Year Ended December 31,
2004 2003 2002
Net revenues ) 116,978 S 83,533 N 67,594
Cost of revenues® 20,716 15,761 13,310
Amortization of purchased fechnology 3,044 1,183 -
Gross profit 93,218 66,589 54,284
Operating expenses:"”
Research ond development 24,950 71,980 20,386
Sales ond marketing 31,865 15,050 20,817
General ond administrotive 12,479 9179 7,852
Amortization of infangible ossefs 1,532 1,070 941
Impairment of goodwill and ofher infangible ssets - 40 1477
Total operating expenses 70,836 57 689 51,673
fncome from operations 172,387 8,900 2,611
Interest and other income, net 2,960 3,062 2,743
income before income taxes 25,342 11,962 5,354
Income tax expense 6,463 3,258 1,944
Net income $ 18,879 5 8,704 S 3,410
Earnings per share:
Bosic S 0.31 S 0.15 § 0.06
Diluted § 0.29 $ 0.14 § 0.06
Weighted average number of common and common
equivalent shares outstanding:
Basic 60,687 58,344 56,902
Diluted 44,745 62,207 60,409
% Stack-based compensation included in:
Cost of revenues $ 30 $ 157 s 3%
Research and development ta 1,316 B 0804
Sales and marketing 80 166 1,385
General and adminishiative 38 280 658
$ 419 ) 1,919 5 5,305
The accompanying nofes are an integral part of these consolidated financial sfatements

D———
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IXIA

(onsolidated Statements of Shoreholders’ Equity (in thousands)

Additional Deferred

Commaon Stock Paiddn  Stack-based Retained
Shares Amount (apitel _Compensation Eqraings Total
Balonce as of December 31, 2001 55,810 5§ 77,764 S 46,933 S (9418) § 22542 § 13781
Net income 3,410 3410
Exetcise of stack options and employze
stock purchase plan options 1,785 1,442 1,442
Deferred stock-bosed compensation (127) 127 -
Amortization of deferred stock-
bosed compensation 5,840 5,840
Forfeiture of stock options (950) 415 {535)
Stack opion tax benefit 1,189 1,189
Balance as of December 31, 2002 57,595 79.206 47,045 (3,036) 25,952 149,167
Net income 8,704 8,704
Exercise of stock opfions and employee
stock purchase plan options 2,047 4,842 4,847
Amortization of deferred stock-
bosed compensation 2,414 2,414
Forfeiture of stock options (698) 203 (495)
Stock option tax benefit and other 2422 2472
Balance os of December 31, 2003 59,447 84,048 48,769 Ok 34,656 147,054
Nt income 18,879 18,879
Exercise of stock options and employee
stack purchase plan options 2,510 12,333 12,333
Issuance of common stock in connaction
with acquisition 307 3,743 3,763
Amortization of deferred stock-
based compensation 419 9
Stock option tox benefit and other 4,478 4,478
Balance os of December 31, 2004 62,459 S 100044 S 53247 S - S 53535 S 206,926

The accampanying notes are an integral part of thesa conselidated financial statements
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XA
Consolidated Statements of Cash Flows (in thousands)

Year Ended December 31,
2004 2003 2002

Cash flows from operating octivities:
Net income ) 18,879 S 8,704 S 3,410
Adjustments to reconcils net income to net cash

peovided by operating activities:

Depreciation and omortization 3,418 4,388 4,525
Amortization of intangible assets 4576 2,255 945
Alowance for doubtful accounts 432 249 {306)
Stock-based compensation 419 1919 5,305
Deferred income toxes ny (1,438) (2132
Impairment of goodwill and other intangible assets - 40 1,677
Chonges in operating assets and liabilities, net of
effect of acquisitions:
Accounts receivoble (5,130) {8,019) 1,511)
Inventories (1,002) {d64) {1,805)
Income toxes receivable 315 (2,01) 3,262
Prepaid expenses and other current assefs {69¢) (83) {1,142)
Other ossefs 6 {53) (351)
Accounts payable 432 (154) (522)
Accrved expenses (89) 4,776 732
Deferred revenue 1,320 3,478 83
Income toxes poyable 5,843 3,733 2,052
Net cash provided by operating activities 29,442 17,688 14,222

Cash flows from investing activiies: :
Purchoses of property and equipment (8,707) (4,233) (4,12

Purchases of availuble-for-sole securities (82,551) (27.125) {18.810)
Proceeds from ovailableforsale securifies 47,750 20,150 13,685
Purchases of held-tomaturity securities (24,181 (53,505) (89,996)
Proceeds from held-to-maturity securities 29,000 36,646 26,640
Purchases of technology and other intangible assefs {1,447) (457) 7
Payments in connection with ocquisitions (6,389) (18,138) {5,157

Net cosh used in investing activities (46,525) (46,662) {78,567)

Cash flows from financing activities:

Exercise of stock options ond employse stock purchose plon options 12,333 4,842 1,442
Net cash provided by financing uctivities 12,333 4,842 1,442
Net decrease in cash and cosh squivalents (4,750) (24132 (62,903)
Cash and cosh equivalents ot beginning of year 21,133 45,265 108,168
Cosh and cosh equivalents ot end of yeor $ 16,383 $ 21,133 s 45,265

Supplemental disclosure of cosh flow information:
Cosh paid during the year for:

Income toxes $ 2,109 S 2,991 5 450
Non-cash activities:
{ommen stock issved in connection with acquisition $ 3,763 s - $ -

The accompanying nofes are an integral part of these consoliduted financial statements

e EEEEEE——— |
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1. Business and Summary of Significant Accounting Palicies

Business

Ixin {the “Company”) wos incorporated on May 27, 1997 os o Colifornio corporation. The Company is o provider of technology and systems
that allow customers to fest and measure the performance, functionality, and conformance of Infernet Protocol (IP) equipment and networks,
ond the applications thet run over them. The Company’s solufions generote, capture, characterize, ond analyze high volumes of reolistic net-
work and opplication traffic, exposing problems, assessing performance, and verifying conformance to industry specifications. The Company
offers o single hardware platform with interchangeable interfaces, utilizing o single set of applications and Application Progromming Interfaces
(APls) which allows customers to create a fully integrated, easy-to-use test bed. The networks the Company's systems analyze include Ethernet
networks operating of speeds of up to 10 gigabits per second, which carry dota traffic over optical fiber or elactrical cable. Other networks
include Packet over SONET networks operating at speeds of up to 10 gigabits per second which transmit information over high-speed optical
links and Asynchranous Transfer Mode (ATM) networks, operating at speeds of up to 622 megabits per second. The Company's telephany fest
suite is vsed to fest ond verify froditionol Time-Division Multiplexing (TDM) voice based networks und Voice over IP technology, devices, and
systems. Customers also use the Company’s performance applications to test and verify web, Internet, security, and business applications.

Use of Estimates

{n the normal course of preparing financiol statements in conformity with accounting principles generally accepted in the United States, manage-
ment is required to make estimates and assumptions that offect the reported omounts of assets and liabilities and disclosure of contingent assets
and liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the reporting period. Actual
results could differ from those estimates.

Consolidation
All subsidiaries are consolidated as they are 100% owned by the Company. Al significant intercompany transactions and accounts are elimi-
nafed in consolidation,

Cash and Cash Equivalents

The Company considers ol highly liquid investments with an original moturity of three months or less o be cash equivalents. Cash and cash
equivalents are carried at cost, which approximates fair value. The Company generally places funds that are in excess of current needs in high
¢redit quality instruments such os money market accounts. There ore no restrictions on the use of cash ond investments.

Foir Value of Financial Instruments
The Company’s financial instruments, including cash and cash equivalents, accounts receivable, accounts payable and other liabilifies are carried
af cost, which gpproximates their fair values because of the shortterm maturity of these instruments and the relotive stability of inferest rates.

Invastments in Marketable Securities

Management determines the appropriate classification of marketable securities at the fime of purchose ond reevaluates such designation as of
each balance sheet date. Held-to-maturity securities are carried at amertized cost, which approximates fair valye. Amartization of the purchase
discounts and premiums is included in interest and other income, net. Aviloblefor-sole securities are stated o foir value os determined by the
most recently troded market price of each security of the bolance sheer date. The net unreglized gains or losses on available-for-sale securities
are reported os o seporate component of accumulated other comprehensive income, net of tox. The specific identification method is used 1o
compute realized gains and losses on the Company’s marketable securities. To date, realized goins and losses on the Company’s marketable
securities ond unrealized gains and losses on the Company’s available-for-sale securities have not been significant.

The Company’s heldto-maturity securities as of December 31, 2004 and 2003 consisted primarily of U.S. govemment, federal agency and corpo-
rate debt securities. As of December 31, 2004 and 2003, the Company’s availoble-forsale securities consisted primaiily of high-grade auction rafe
securities with reset periods of generally 35 days or less. The Company regularly manitors ond evaluates the realizable value of its marketable

securifies. Declines in value judged fo be ofher thon temporary were not material o the Company’s results of operations in any period presented.

Accounts Receivable ond Aflowance for Doubtful Accounts

Trade accounts receivable are recorded at the invoiced omount and do not bear interest. The allowance for doubtful accounts is based on the
hest estimate of the amount of probable cradit losses in existing accounts recaivable. The allowance for doubtful accounts is determined based
on historical wrive-off experience, current customer information and other relevant data. The Company reviews the ollowance for doubtful
accounts monthly. Past due balances of 60 days and over are reviewed individually for callectibility. Account balances are charged off against
the oflowonce when manogement believes it is proboble the receivable will not be recovered. The Company does not hove any off-bolance-
sheet credit exposure related o its customers,
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Inventaries

laventories are goods held for sales in the normal course of business. lnventories are stated at the lower of cost (firstin, fivst-out) or market.
The inventory balance is segregated between row materials, work in process (“WIP”) and finished goods. Raw materials are low level compo-
nents, many of which are purchased from vendors, WIP is partially assembled products and finished goods are products that are ready to be
shipped to end customers. Consideration is given ta inventory shipped and received near the end of o period and the transaction is recorded
when transfer of fitle occurs. Management regularly evaluates inventary for obsolescence and adjusts to net realizable value based on inventory
that is absolete or in excess of current demand.

Property and Equipment

Praperty and equipment are stated at cost less accumulated depreciation. Depreciation is computed using the straightline method based upon
the estimated useful lives of the assets, ranging from two fo seven years. Useful lives are evaluated reguledy by management in order to deter-
mine recoverability in light of current technological condifions. Repairs and maintenance are charged to expense as incurred while renewals and
improvements are capitalized. Upon the sale or retirement of property and equipment, the accounts are refieved of the cost and the related
accumulated depreciation, with any resulting gain or loss included in the Stotement of Income.

Amortization of Infangible Assets and Goodwill Impairment

The Compuny applies Statement of Finoncial Accounting Stondards (“SFAS”) 142, “Goodwill and Other Intangible Assets,” to purchosed intongi-
ble ossefs, which are corried af cost less accumnuloted amortization. Cost or purchase price is defermined based on the amount paid fo the seller
{hoth in cosh aad in volue of the Compuny’s stock), liabilities assumed and transaction costs. The value of intangible assets is determined using
voluation techniques such os the discounted cosh flow method. In the case of o purchase of @ business, the purchase price is cllocated to the
various identificble assets, including intangibles, based on their respective fair volues, with ony remaining amount being ossigned fo goodwill
In the cose of an asset purchase, ony excess purchase price is ollocoted ratobly bosed on the respective foir market volues of the identifinble
ossefs. Amortization of purchosed technology is computed using the greater of (a) the ratio of current revenues to the total of cusrent ond
anticipoted future revenues or (b) the straight-line method over the remaining estimoted economic fife. Amortization of other intangible
pssers is computed vsing the stroightine method over the economic fives of the respective ossets. The economic useful lives ore determined
based on comparison of similor technologies in the industry, historicol experience ond monogement expectation. Goodwill is corried of cost and
is tested for impairment onnually or whenever events or circumstonces occus indicating thot goodwill might be impaired. Other intangible ossets
pre tested for impoirment as circumstances orise in accordonce with SFAS 144, “Accounting for the fmpairment of Disposol of Long-Lived Assefs.”
Impairment losses ose recorded 10 the extent that the carrying value of the goodwill exceads the foir volue.

Litigation

The Company is curently involved in certain legal proceedings. The Company accrues for losses when the foss is deemed probable and the fiability
con reasonably be estimated. Where o fiobility is probable and there is o range of esfimated fass with no best estimate in the range, the Company
records the minimum estimated lichility related fo the daim. As additional information becomes available, the Company assesses the potential
liability related to the Compony’s pending litigation and revises ifs esfimates. ,

Product Warranty Costs

The Company generally watrants its products for up to one year after sofe and provides for estimated future warranty costs at the time rev-
enue is recognized. Accrued product warranty costs are included os a component of accrued expenses on the accompanying Balance Shests
ond are not moterial.

Revenue Recognifion

The Company’s revenues consist primarily of hardware and software product sales. In some instances the Company’s software products are installed
and run on other companies’ hardware. At other times, software products are instafled on the Company’s hardware groducts and are an infegral part
of the functionality of the hardware. As such, the Company applies the provisions of the American Institute of Cerfified Public Accountonts ("AICPA"™)
Statement of Position (“SOP”) 97-2, “Software Revenue Recognition.”

The Company's products are fully functional of the fime of shipment and do nat require significant production, modification or customization. As such,
revenue from product sales is recagnized upon shipment provided that (1) o purchase order has been received or o contract has been executed; (2)
fitle has transferred; (3) the fee is fixed and determinable; and (4) collectibility is deemed probable. When a sale involves multiple elements
{typically sales of products that include warranty support and services), the entire fee fram the arangement is allacated to each respective element
based on vendorspacific abjective evidence (“YSOE”) of fair value in accordance with SOP 97-2. The Company determines YSOE besed on sales
prices charged to customers when the same element is sold separately or bused upon a renewal rate. Revenue is recognized on multiple element
arangements as each element is delivered, pravided the other revenye recognition criteria noted above have also been met. Warranty support and
service revenue is deferred and recognized rotably aver the period during which the services are to be performed.

-—
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The Company uses distributors to market and sel its systems primarily outside the United States and Jopan. Due o the broad range of features and
aptions available with the Campany's hardware and software products, distributors generally do not stock the Company’s products and typically place
orders with the Company after receiving on order from an end customer. These distributors receive business terms of scle similar to those received by
the Company's other customers.

Research and Development

Research and development expenses consist primarily of salaries and related personne! and consulting costs related to the design, development, fest
ing and enhancements of our systems. Costs related to research and development activities, including those incurred to establish the technological
feasibility of a software product, are expensed as incurred. If technological feasibifiy is established, all development costs incurred until general prod-
uct release are subject fo capitalization. To date, the estoblishment of technological feasibility of the Company’s products and generol release have
substantially coincided. As a result, the Company has not capitalized any development costs.

Software Developed for Internal Use

The Company copitalizes costs of software, consulting services, hardware and payroll-related costs incurred to purchose or develop internoluse
software. The Company expenses costs incurred during prefiminary project ossessment, research and development, re-engineering, training and
application maintenance phoses. To date, capitolized infernal use software costs hove not been significant.

Adverfising
Advertising costs are expensed as incurred. Advertising costs were $918,000, $867,000 and $601,000 for the years ended December 31, 2004,
2003 ond 2002, respediively.

Stock-Based Compensation

At December 31, 2004, the Company hos three stock-based employee and director compensation plans which are described more fully in Nofe 8.
The Compony occounts for ifs stock option plans in accordance with the provisions of Accounting Principles Board (“APB”) Opinion No. 25,
“Accounting for Stock Issued to Employees” ond the related interpretations of FASB Interpretation ("FIN") No. 44, “Accounting for Certain
Transactions involving Stock Compensation.” Accordingly, compensation expense reloted to smployee stock options is recorded only if, on the
date of the gront, the fair value of the underlying stock exceeds the exercise price. The Company accounts for stock based owards issved fo
non-employees in occordance with the provisions of SFAS 123, “Accounting for Stock-Based Compensation” and Emerging fssues Task Force
{"ETF") 96-18, “Accounting for Equity Instruments that ore fssued to Other Than Employees.”

The Company calculated the fair volue of each option grant on the respective dates of gront using the Black-Scholes option pricing model as pre-
scribed by SFAS 123 using the following essumptions:

Year Ended December 31,

2004 2003 2002
Expected life (in years) 37 40 5.0
Risk-free interest ates 3.1% 3.0% 3.0%
Dividend yield 0.0% 0.0% 0.0%

Expected volatility 92.8% 108.0% 110.0%
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The following tuble Hlustrates the effect on stock-based compensation, net income ond sarmings per share on o pro formo busis os if the Company
had applied the fair value recognition provisions of SFAS 123 to stock-bused employee compensation (in thousands, except per share data):

Yeor Ended December 31,
2004 2003 2002
Stock-bosed compensation:
As reported S 419 ) 1,919 § 5,305
Additional stack-based compensation expense, net of toxes,
determined under the foir value method 13,612 10,506 13,149
Pro forma S 14,09 S 12,425 $ 18,474
Net income (loss):
As reported S 18,879 $ 8,704 S 3,410
Additionol stock-bused compensation expense, nef of foxes,
determined under the fair value method 13,412 10,506 13,169
Pro forma $ 5,267 S (1802) % (9,759)
Bosic eomings (loss) per shore:

As reported $ 03 $ 015 S 0.06
Pro forma $ 0.09 ) 003 S 017
Diluted eormings (loss) per shore:

As reported S 0.29 $ 0.14 S 0.06
Pro forma S 0.08 S 003 S {0.17)

For the veors ended December 31, 2003 and 2002, the pro forma net loss has been odjusted for additional stock-bosed compensation expenses,
net of taxes, by appraximately $472,000 and $576,000, respectively, to include the effects of the Company’s employee stock purchose plan and
the tax effects of certain stock-based compensation transactions.

Income Taxes

The Company accounts for income taxes using the liability method. Deferred taxes are determined bosed on the differences between the financial
statement and tax bases of assets and liabilities, using enacted tox rates in effect for the yeor in which the differences are expected to reverse.
Valuotion ollowances ore estoblished when necessary to reduce defersed tox assefs fo he omounts expacted to bs realized.

tarnings Per Share

Basic earnings per share is computed using the weighted-average aumber of common shares outstanding during the period. Diluted ecrnings per
share is computed using the weighted-overage number of common shares and dilutive potentiaf common shares outstanding during the period.
Dilutive potential common shares primarily consist of employee stock aptions.

Foreign Currency Translation

Assefs and liabilities of non-U.S. subsidiories that aperate in a local currency environment are franslated fo U.S. dollors at exchange rates in effect of
the balance sheet date, with the resulting translation adjustments included as @ separate component in accumulated ather comprehensive income,
which have not been significant to date. Income and expense accounts are translated ot average exchonge rates during the year. Where the U.S.
dollor is the functional currency, certoin balance sheet and income statement occounts are remeasured of historical exchange rates ond tronslation
adjustments from the remeasurement of the local currency amounts to U.S. dollars are included in inferest and other income, net. Gains and losses
resulting from foreign currency transactions, the amounts of which have not been significant to date, ore included in intesest and other income, net.

Comprehensive Income

The Company has adopted the provisions of SFAS 130, “Reporting Comprehensive Income.” SFAS 130 establishes standards for reporting compre-

hensive income and its components in financial statements. Comprehensive income, as defined, includes off changes in equity (net assets) during
o period from non-owner sources. To dafe, there have been no sigaificont fransactions thaf are required fo be reported in comprehensive income,

other thon nef income.
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Segments

The Company has adopted the provisions of SFAS 131, “Disclasures about Segments of an Enterprise and Related Information.” SFAS 131 estabr
lishes standards for the way companies report information about operafing segments in annual financial statements. It also establishes standards for
related disclosuras about products and services, geographic areas and major customers. The Company has determined that it did not have any sepe-
rately reportable business segments as of, and for the yeors ended, December 31, 2004, 2003 and 2002.

Reclussifications

Certain reclassifications have been made to prior years financial statements to conform to the current year presentation. The Company has redlas:
sified certain auction rate securities, for which interest rates generally reset in less than 90 days, but for which the original maturity dotes are
longer than 90 days, from cash and cash equivalents to shortterm marketable securities. This resulted in a reclassification from cash and cash
equivalents to shortterm marketable securities of approximately $20.4 million on the Oecember 31, 2003 balance sheet. For the years ended
December 31, 2003 and 2002, before this revision in classification, net cash used in investing activities related to these current investments

of $7.0 million and $5.1 million, respectively, were included in cash ond cash equivlents in the consolidated statements of cash flows. This
change in dossification does not affect previousty reported cash flows from operating or from financing activities in our previously reported con-
solidoted statements of cosh flows, ot our previously reported consolidated statements of income for any period.

Recent Accounting Pronouncements

In February 2004, the FASB issued FASB Staff Position ("FSP") FIN 46(R)-1 “Reporfing Variable Interests in Specified Assets of Variable Inferest
Entifies under Paragraph 13 of FASB Inferpretation No. 46 (Revised December 2003) (“FIN 44(R)"), Consolidation of Voriable Interest Entities.”
The FSP states that o specified asset of  voriable interest entity ond the liability secured by the asset should not be deemed o seporate variable
interest entity. The adoption of FIN 46(R)-1 did not have a materiol impact on the Company’s consolidated financia! position, results of operations
or cash flows.

In March 2004, the EITF reached a consensus on Issue 03-1, “The Meaning of Other-Than-Temporary Impairment and its Application to Certain
Investments.” EITF No. 03-1 requires disclosures about investments accounted for under SFAS No. 115, “Accounting for Certain Investments in Debt
and Equity Securities,” in an untealized loss position and are designed fo help financial statement users analyze a company’s unrealized losses and
better understand the basis for any management conclusion that the impairment is temporary. All new disclosures are effective for the annual report-
ing period ended December 31, 2004 ard did not have @ material impact on the Company’s cansolidated financial position, results of aperations of
cash flows.

In June 2004, the FASB issued Emerging Issues Task Force ssue No. 02-14 ("EITF 02-14”), “Whether on Investor Should Apply the Equity Method
of Accounting to Investments Other Than Common Stock.” ETF 02-14 states that an investor should only apply the equity method of accounting
when it has investments in sither common stock or in-substance common stock of a carporation, provided that the investor has the ability to exercise
significant influence over the operating and financiol policies of the investee. The adoption of EITF 02-14 did not hove o material impact on the
Company’s consolidated financial position, results of operations or cash flows.

In December 2004, the FASB issued FASE Stoff Position No.109-2 (“FAS 109-2"}, “Accounting and Disclosure Guidance for the Foreign Eamings
Repatriation Provision within the American Jobs Creations Act of 2004.” The American Jobs Creations Act (“AJCA”) provides an 85% dividends
received deduction on the repatriation of certoin foreign eamings o o U.S. toxpayer provided certoin riteria are met. FAS 109-2 provides accounting
and disclosure guidance for the repatriation provision. The Company does not expect the adaption of FAS 109-2 to have material impact on the
Company's consolidoted financial position, results of operations or cash flows.

{n December 2004, the FASB issued SFAS 123 (revised 2004), “Share-Based Payment” (“SFAS 123R"), which raplaces SFAS No. 123,
“Accounting for Stack-Based Compensation” (“SFAS 123"} and supersedes APB Opinion No. 25, “Accounting for Stack Issued to Employees.”
SFAS 123R requires all share-based payments to employees, including grants of employae stock aptions, 1o be recognized in the financial state:
ments based on their foir values, beginning with the first interim or annual period after June 15, 2005. The pro formo disclosures previously per
mitied under SFAS 123, no fonger will be an alfernative fo financial statement recognition. The Company intends o adopt SFAS 123R in the
third quarter beginning July 1, 2005. Under SFAS 123R, the Company must determine the appropriate fair value mode! to ba used for valuing
shore-based payments, the omortization method for compensation cost and the transition method 1o be used ot dote of odoption. The Compony
is evoluating the requirements of SFAS 123R and, given that the Company has historically gronted a significant amount of stack eptions to
employees, expect that the adaption of SFAS 123R will hove o material adverse impact on the Company’s consolidated resulfs of operations and
eamings per share. The Company has not yet defermined the fair value model or transition method that the Company will adopt, o the effect of
adopting SFAS 123R including whether the odoption will result in amounts that are similar to the current pro forma disclosures under SFAS 123.
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2. Concentrations

Credit Risk

Financial instruments that subject the Company to concentrations of credit risk consist primarily of cash and cash equivalents and trede accounts
receivable. The Company maintains its cash and cash equivalents with reputable financial institutions, and ot fimes, cash balances may be in
excess of FDIC insurnce fimits. The Compony extends differing levels of credit to customers, does nat generally require collateral, and maintains
reserves for potentiol credit losses bosed upon the expected collectibility of accounts receivable.

For the years ended December 31, 2004, 2003 ond 2002, only one customer comprised more than 10% of net revenues as follows (in thousands,
except percentages):

Yeor Ended December 31,

2004 2003 2002

Amoaunt of net revenues ) 37,165 S 24,316 $ 23,115
As o peseentoge of total net revenues 32% 29% 34%

As of December 31, 2004 and 2003, the Company had receivable bolances from the customer approximating 22% and 20%, respectively, of fofol
accounfs receivable.

Infernational Revenues
Net revenues from international product shipments were $30.8 million in 2004, $25.3 miflion in 2003 end $14.3 million in 2002.

Sources of Supply

The Company currently buys o number of key components of its producs from a limited number of suppliers. Although there are a limited number of
manufacturers of these components, management believes that other suppliers could provide similar components on comparable terms. A change in
suppliers, however, could cause a delay in manufacturing ond o possible loss of sales, which could affect consofidated aperating results adversely.

3. Selected Balance Sheet Data (in thousands)

Accounts Receivable, Net
Accounts receivable, net consisted of the following:

December 31,2004 December 31, 2003

Trade occounts receivable ) 22911 S 17,531
Allowance for doubtful accounts (842) {410)
5 0060 S 17,121

Alowance for doubtful accounts was adjusted during the years presented as follows:

Bolonce of Beginning ~ Charged fo Cost  Reversals to Cost Balonce at End
Yeor Ended December 31, of Period ond Expenses and Expenses Deductions of Period
2004 5 T 450 S -5 (g} ¢ 842
2003 16} 300 - {51) 410
2002 467 200 (100 (406} 161
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Investments in Markefable Securities
nvestments in markefoble securifies os of December 31, 2004 consisted of the following:
Corrying Volue Fair Value
Available-forsale - shorterm: :
Auction rate securities S 85,376 S 55,376
Held-fo-maturity - maturities of less than one year:
U.S. government and federol agency debt securities 2,000 2,005
Corporate debt securities 24,381 24,400
81,757 81,781
Held-to-matusity - matusities of one fo five years:
U.S. government and federal agency debt securities 28,928 28,729
Corporate debt securifies 20,087 19,878
49,015 48,607
Total investments in markefable securifies $ 130772 S 130,388
Investments in morketoble securities os of December 31, 2003 consisted of the following:
Carrying Value Fair Volue
Availoble-forsale - short-erm:
Auction rate securifies ) 2055 5 20,575
Held-to-maturity - maturities of less than one year:
Corporate debt securifies 22,143 22,311
42,18 42,886
Heldto-maturity - maturities of one to fiva years:
U.S. government and federal agency debt securities 22,946 22,991
(orporate debt securities 35,126 35,740
58,072 58,731
Total investments in marketable securities 5 00790  $ 101,617
Inventories
Inventories consisted of the following:
December 31, 2004 December 31, 2003
Raw materials S 1465 S 2,085
Work in process 7,808 1,718
Finished goods 2,196 1,782
S 6,669 5 5,585
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Property ond Equipment, Net

Property and equipment, net consisted of the following:

Useful Lite (in years) December 31, 2004 December 31, 2003
Computer equipment 3 § 333 S 2,104
Computer software 3 2,669 1,35
Demonstration equipment ? 8,318 6,432
Development equipment 5 6,270 4,453
Futniture and other equipment 5 7,447 5,234
Leasehold improvements 7 1,074 703
29121 20,282
Accumulated depreciation (16,853) {13,375)
5 12,268 S 6,907

Accrved Expenses
Accrued expenses consisted of the following:

December 31, 2004

December 31, 2003

Accrued payrol $ 1430 S N2
Accrued commissions 964 1,365
Accrued bonuses 1,756 2,063
Accrued sales tox 332 442
Accrued vacation 1,169 1,05
Employee stock purchase plon payroll deductions 451 354
Accrued royalties 542 948
Acerued 63 Nova eomout (Note 4) 1,85 -
NetlQ purchase option accrual (Note 4) 2,500 -
Other 2179 1,45

$ 13,181 $ 8,825

4. Acquisitions

Chariot Product Line

On July 7, 2003, the Company acquired from NetlQ Corporation (i) o perpetual ficanse 1o the source cods for NetlQ's Chariot products for the
development, manufacture, marketing and distribution of derivative products, (ii) certain additional infeflectual property rights associnted with
the Chariot products ond (i) exclusive U.S. ond Canadian distribution rights for NetlQ's existing Chariot products through December 31, 2004,
The Chariot products allow users to simulate full-scale enterprise netwarks with a mixture of traffic types, including Voice over IP, Multicast,
Qracte and SAP business transactions.

These rights were ocquired for o tofal price of $18.1 miflion, which consisted of o $17.5 million payment to NetlQ ond ocquisition-elated expenses.
The Compony also guaranteed ¢ minimum royalty on sales of NetiQ's existing Chariot products of $500,000 each quartes, subject fo certain credits,
for six consecutive quarters heginning with the September 30, 2003 quarter. The final minimum quarterly royalty was accrued as of December 31,
2004 and paid subsequent to year end. Between September 1, 2004 and January 15, 2005, the Company had the option to purchase the remaining
assefs of NetlQ's Chariot business, including internationg! distribution rights, for ¢ cash poyment of 52.5 million.
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The following table summarizes the estimated fair values of the assets acquired at the date of acquisition (in thousands):

Purchased technology ) 16,56
Other infangible ossets 1,577
Totol ossets acquired $ 18,138

The acquired other intangible assets consisted of $591,000 for trademark rights, $395,000 for warkforce and $591,000 for customer relation-
ships. The purchased technology is being amortized using the greater of (a) the ratio of current revenues to the total of current and anticipated
future revenues or (b) the stroightine method over the remaining estimated economic life of seven years. Other intongible assets ore being
amortized using a straighting method over their expected useful fives of between 4 ond 7 years.

Prior to December 31, 2004, management decided that the Company would exercise its option to purchuse the remaining assets of the NetlQ
Chariot business. Accordingly, the Company accrued the $2.5 million option payment af December 31, 2004 and allocated the option amount
based on the estimated fair volues to such assets, primarily purchased fechnology.

63 Nova Technology, Inc.

On February 20, 2004, the Company completed the acquisition of all of the outstanding capital stock of 63 Nove Technology, Inc. (“G3 Nova”). G3

Nova develops and sells Vaice aver IP test tools for enterprise call centers, communication networks and network devices. This acquisition opens new
growth opportunities for the Company by allowing the Company to offer a broader portfalio of products to customers, os well as gain access to new

customer segments. The results of 63 Nova’s operations have been included in the consofiduted financiol statements since the acquisition dute.

The 63 Novo purchase price of $9.5 million included $5.5 million in cash, 307,020 shares of the Company’s common sfock valued ot $3.8 million
and legal and other acquisition costs of $207,000. The following table summarizes the estimated fair values of the assets acquired and liabilities
assumed at the date of acquisition (in thousands):

Current ossets ) 355
Property ond equipment 131
Intangible assefs 3,700
Goodwill 7,285
Total gssets acquired 11,471
Current ligbilities assumed (2,001)
Net assets acguired $ 9,470

0f the $3.7 million of acquired intangible assats, $2.5 million was assigned to acquired technology, $1.0 million was assigned to customer
contracts and relationships, and $200,000 was assigned to a covenant not to compete. These intangible assets will be amortized using @
straightine method over their expected useful lives ranging from three to four ond one half years. No goodwill is deductible for income
X purposes.

The purchase agreement afso provided for o contingent eomout payment of up to $2.5 million o be paid to the sellers based upon soles

of 63 Nova products fram July 2004 through Tune 2005. Based on orders recived for G3 Nova products fram fuly 2004 through December
2004, monagement beliaves that it is beyond ¢ reasonable doubt that the contingent payment will be earned. As such, the Company

has recorded the entire confingent payment of $2.5 million in its December 31, 2004 financial statements. As of December 31, 2004,
$644,000 of the contingent payment had been paid with the remaining balance of $1.9 milfion included in accued expenses on the
Bolonce Sheet. Subsequent to December 31, 2004, the remaining contingent easnout of $1.9 million was paid. The tofol contingent payment
of $2.5 million has been recorded as additional goodwill. :
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The following table summarizes the pro forma revenue, net income and earmings per shase had the 63 Nova acquisition occurred an January 1,
2004 and 2003, respectively (in thousands, except per shore dota):

Year £nded December 31,

2004 2003

Net revenues S n73m S 86,346

Net income 18,520 8,400
Earnings per share;

Basic S 030 S 0.14

Diluted 0.29 0.13

The pro forma results have heen prepared for comparative purposes only ond include adjustments for omortization of identifiable intangible
assets resulting from the acquisition. These results do not purport to be indicative of the results of operations which would have resulted hod the
acquisition been in effect os of Jonuary 1, 2003 or the future results of operations of the combined srgenization.

5. Goodwill and Other Intangible Assets

Effective fonuary 1, 2002, the Company odopted SFAS 142, “Goodwill and Gther Intangible Assets” and SFAS 144, "Accounting for the
Impairment or Disposal of Long-Lived Assets.” SFAS 142 established new stondards related to how acquired goodwill and other intangible
assets are to be recorded upon their acquisition os well as how they are to be accounted for after they have been initiolly recognized in the
financiaf statements. SFAS 144 established new standusds requiring that long-fived assets that are to be disposed of by sole be measured af
the lower of book value or fair value less costs fo sell and also set forth requirements for recognizing and measuring impairment losses on
certain long-lived ossets to be held or used.

The following table presents 2004 details of the Company's total purchased intangible assets (in thousends):

Accumuloted Accumulated
Description Gross Amortization Impairment Net
Goodwilt S 11,377 ) - $ - $ 11,377
Other intongible assefs:
Technology ) 26,352 S CWARVI - ) 20,641
Non-compete 792 (609) - 183
Trademark 676 (127) - 549
Workforce 395 (148) - 247
Custome relofionships 976 (285) - &9
Other 1,081 {361) - 720
$ 30,272 S (7,2) S - S 23,031

During 2004, the Company removed the cost, accumulated amortization and occumutated impairment batances from the balance sheet refated to the
Caimis, Inc. intangible assets, including goodwill, which smounted to $2.6 million, $590,000 and $2.1 million, respectively. These balances netted to
zero0 on the bolonce sheet prior to removal.
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The following table presents 2003 details of the Company’s fotal purchased intongible assets (in thousands):

Accumulated Accumuloted
Description Gross Amortization Impairment Net
Goodwill $ 2,451 $ - N (859) $ 1,592
Other intangible ossets:
Technology $ nw8 S (2435 $ (098 S 17,748
Non-compete 856 (573) (61 ”m
Trademark 591 {41} - 550
Workforce 395 {49) - 346
Customer relationships 591 (72) - 519
Other 660 {85) - 575
$ 243714 S (3,255) S (0159 S 19,960

Amartization expense for the years ended December 31, 2004, 2003 and 2002 was $4.6 million, $2.3 million and $945,000, respectively.

The estimated future omortization expense of purchased intangible asses as of December 31, 2004 s os follows (in thousands):

2005 S 4,997
2006 4,939
2007 4,590
2008 3,922
Thereafter 4,583

S mw

Due to the decline in business conditions in 2002, the Company restructured its business and redligned resources to focus on profit contribu-
tion, high-growth markets and core opportunities. As a result, the Company recorded an impairment charge of $1.7 million related primarily to
the impairment of goodwill and purchased infangible assets related to the October 2001 acquisition of Caimis, Inc. The impairment charge was
measured as the amount by which the corrying amount exceeded the present value of the estimated future cash flows for goodwill and pur-
chased intangible assefs. In the second half of 2003, the interest of potential customers in products reloted fo the Caimis acguisifion dimin-
ished. As the Company does not anticipate further development or marketing efforts related to these products to generate odditional demand,
the Company recorded an impairment charge of $410,000 for the remaining technology related fo Caimis, Inc. bosed on estimates that the
carrying value exceeded the present value of future cash flows.

6. Income Toxes

Income tox expense consisted of the following (in thousands):

Yeor Ended December 31,

2004 2003 2002
(urrent:
Federal $ 4,335 ) 3,643 5 3,087
State 1,571 1,381 1,003
Foreign 79 195 -
Deferred:
Federal 2,233 (668) (928)
State (1,700} (1,338) 1,173)
Foreign (55) 45 (45)

S 6,463 S 3,258 5 1,944
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The net effective income tox rate differed from the federal stotutory income tox sate os follows (in thousonds):

Yeor Ended December 31,

2004 2003 2002
Federal statutory expense S 8,867 S 4,215 $ 1,874
State toxes, net of federal benefit 13 328 309
Research ond development credits (1,475) (901} (1,627)
Stock-based compensation {968) (407) 1,163
Impairment of goodwill - - 334
Other (74) 23 (109)
Income tax expense 5 6,463 5 3,258 5 1,944
Net effective income tax rate 25.5% 27.2% 36.3%

The primary components of temporary differences that gave fise to deferred taxes were os follows (in thousends):

December 31, 2004 December 31, 2003

Deferred tox ussets:

State income toxes S S 60
Allowance for doubtful accounts 359 159
Depreciation end amortization - 680
Research and development credit corryforward 4,696 1,261
Warranty accrugls 58 45
Deferred revenue 531 2,105
Stock-bused compansation 1,357 1,421
{nventory adjustments 833 628
Net operating loss carryforword - 297
Other 569 485

Total deferred tax assets 8,554 7,1

Deferred tax liabilities:
Depreciation and amortization (3,411 -
Net deferred toxes 5 5143 S 7,41

Realization of the December 31, 2004 deferred tax assets is dependent on the Compony generating sufficient taxable income in the future.
Mthough realization is not assured, the Company believes it is more likely thon not thot the deferred fox assess will be realized. The omount
of the deferred tax ussefs considered realizable, however, could be reduced in the future if estimates of future taxable income are reduced.

s of December 31, 2004, the Company had gross federal and state research and development credit carryforwords of approximately $6.1 million
which begin fo expire in 2021.

Cumulative undistributed scrnings of foreign subsidiaries for which no deferred incoma taxes have been provided approximated $463,000
af December 31, 2004. Deferred income taxes on these earnings hove not been provided os these accounts are considered fo be permanent
in duration.
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7. Commitments and Contingenties

Leases
The Company leases its tacilities under noncancelable operating leases for varying periods through May 2011, excluding options fo renew. The
following are the future minimum commitments under these leases (in thousands):

Year Ending December 31,

2005 $ 2,555
2006 2,534
2007 240
2008 998
2009 196
Thereatter 197
$ 8,901

Rent expense for the years ended December 31, 2004, 2003 and 2002 was approximately 2.3 million, $1.8 million and $1.6 million, respectively.

Litigation
From fime fo time, certoin legol actions may orise in the ordinary course of the Company’s business. The Compony befieves that the vitimate
outcome of its ongoing actions will not have o material adverse effect on its financial position, results of operations or cash flows,

Indemnifications

In the rormal course of business, the Company provides indemnifications of varying scope to customers against claims of intellectual property

infringement made by third parties arising from the use of its products. Historically, costs related to these indemnification provisions have not

heen significant and the Company is unable to estimate the maximum potential impact of these indemnification provisions on its future results
of operations.

8. Shareholders’ Equity

Stock Opfions

The Company’s 1997 Stock Option Plon, as amended (the “1997 Plan”), provides for the issuonce of stock-bosed awards to quafified
employees, employee directors and consultants of the Company. The sfock-based awards may incude incentive stock apfions or nonqualified stock
aptions. Optians become exercisable over a vesting period as determined by the Board of Directars and expire over terms not exceeding 10 years
from the dote of grant. The exercise price for opfions granted under the 1997 Plan may not be granted af less than 100% of the fair market value
of the Company’s comman stock on the date of grant (110% i granted to on employee who awns more than 10% of the vating shares of the
outstanding stock). Options generally vest over o four-yeor period. In the event the holder censes to be employed by the Company, off unvest-
ed opfions are forfeited ond all vested options may be exercised within a period of up fo 30 days after opfionee’s termination for couse, up to three
months after termination other than for couse or as o result of death or disability, or up fo six months after termination os o result of disability
or death. As of December 31, 2004, the Company has reserved 28.5 million shores of its common stock for issuance under the 1997 Plan,
7.0 million shares of which were available for future grant as of such date.

The Company’s Director Plan, as amended (the “Director Plan”), provides for the issuance of stock-hused awards to Company non-employee
directors. The Company has reserved o tofal of 409,000 shares of common stack for issuance under the plon. The option gronts under the plon
are automatic and non-discretionary, and the exercise price of the options is 100% of the fair market value of our common stock on the grant
date. The plon provides for on initial gront to o non-employee director of on opfion to purchase af feast 25,000 and up fo 35,000 shares of com-
mon stock upon the director's appointment to the board, which vest and become exercisable in eight equal quarterly installments. The plon dlso
provides for each non-employee director to be granted on aption to purchase 10,000 shares of common stock upon the director’s re-election o the
board at an annual meeting of shareholders, provided the director has served as o non-employee director for at least six months preceding the
date of the annual meeting. These subsequent grants vest and become exercisable in four equal quarterly instaliments commencing on the last
doy of the calendar quarter in which the option is granted. The plan will terminate in September 2010, unless terminated sooner by the Board
of Directors. As of December 31, 2004, the Director Plan had 325,000 shares available for future grant.
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The following table summerizes information relating to stock option activity under the above plans for the years ended December 31, 2004, 2003
and 2002 (in thousands, except per share data):
Qutstonding ~ Weighted Average

Options Number Exercise Price

of Shares Per Share

Options Quistanding os of December 31, 2001 $ 1085 § 513
Granted 3,213 6.85
Exercised {1,589) 0.3
{anceled (793) 8.60
Options Qutstanding as of December 31, 2002 1,489 6.02
Gronted 1,858 7.31
Exercised (1,603) 213
(anceled (932) 8.18
Options Outstanding os of December 31, 2003 11,012 6.62
Gronted 3456 n.a
Exercised (1,859) 5.33
(onceled (663) 8.49
Options Outstending os of December 31, 2004 11946 S 8.04

The weighted-average grantdote fai value of options grented during 2004, 2003 and 2002 was $7.07, $5.08 and $5.41 per share, respectively. The
tair value was determined using the Black-Schales option pricing model.

Deferred stock-bosed compensation, recorded in the shoreholders” equity section of the bolance sheet, represents the difference between the exercise
price of the options and the deemed fair value of the Company’s common stock for occounting purposes af the date of grans. The deferred stock-
based compensation is recognized as stock-hased compensation expense in the statements of income over the reloted vesting periods of the options.
For the vears ended December 31, 2004 and 2003, deferred stock-based compensation decreased by SO and $203,000, respectively, os a result of
the forfeiture of stock options and changes in the market value of the Company’s comman stock that affected certain equity instruments which
received variable accounting treatment.

For the years ended December 31, 2004, 2003 and 2002, amortization of deferred stock-based compensation related to stock option grants
included in the accompanying stotements of income was approximately $419,000, $1.9 miflion and $5.3 million, respectively.

Additional information with respect to stock options outstanding as of December 31, 2004 is as follows (in thousands, except years and per
share dotg):

Qptions Qutsianding Qptions Exercisgble

Weighed Average
Range of Number Remining Weighed Average Number Weighed Average
Exercise Price Qutstanding (ontractual Life Exercise Price Qutstanding Exercise Price
$ 002 fo § 250 2,094 49 8 0.75 20§ 0.75
3.00 to 7.00 2,383 46 515 1,246 525
7.08 to 9.00 2,027 6.6 8.20 1,03 8.38
928 o 11.63 2,096 6.0 10.35 845 10.12
170 o 12.49 2,294 6.4 12.09 674 12.35
1274 o 2150 1,052 6.5 15.42 77 160
S 002 o S 2150 11,946 58 S 8.04 6,589 § 6.82

There were approximotely 5.7 million options exercisable with o weighted-overage exercise price of $5.77 of December 31, 2003, There were
approximately 4.6 million gpfions exercisable with o weighted-overnge exercise price of 54.89 at December 31, 2002.

E— |
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Employee Stock Purchase Plon

The employee stock purchase plan wos adopted ond approved in September 2000. The plan beceme effective upon the closing of the Company’s
initial public offering in October 2000, The Company hos reserved o tofal of 1.5 million shores of common stock for issuance under the plan,
together with the potentiol for an annual increase in the number of shares reserved under the plon on May 1 of each yeor. As of December 31,
2004, 143,000 shares were available for future issuance. For the years ended December 31, 2004 and 2003, 651,000 and 444,000 shares, respec:
tively, were issued under the plan.

The plon permits efigible employees to purchose common stock, subject to fimitations os set forth in the plan, thiough poyroll deductions which may
not exceed the lesser of 15% of an employee’s compensation or 525,000 per annum.

Unless the Board of Directors determines otherwise, the plan is implemented in a seies of overlapping 24-manth offeting periods with new offering
periods commenciag on May 1 and November 1 of each year. Each offering period is divided info four consecutive sixmonth purchase periods. All
participants in an offering period are granted an opticn on the first day of the offering period, and the option is automatically exercised on the lost
day of ench purchuse period throughout the offering period. The purchase price of the Company’s common stock for each purchase period within on
offering period is 85% of the lesser of the foir market value per shore on the first trading day of the offering period or on the lost trading day of the
applicable purchase period, whichever is lower. If the fair market value per share on the lost trading doy of @ purchase periad is less than on the first
day of the offering period, participants cre eutomatically re-enrolled in a new offering period.

Warrants
As of December 31, 2004, there were wonrants outstonding and exercisable fo purchase 50,000 shares of common stock with on exercise price
$7.00 per shase. The warronts expise in August 2007.

9. Refirement Plan

The Compony provides a 401(k) Refirement Plon (the “Plan”) fo eligible employees who moy authorize contributions up to 1RS annuaf deferral
fimits to be invested in employee elected investment funds. As determined annually by the Board of Directors, the Company moy contribute motch-
ing funds of 50% of the emplayee contributions up to $2,500. These matching contributions vest hased an the employee’s vears of service with the
Company. For the years ended December 31, 2004, 2003 and 2002, the Company expensed and made contributions to the Plan in the amount

of approximately $478,000, $492,000 and $379,000, respeciively.
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10. Earnings Per Share

The following fable sets forth the computation of basic and dituted net income per share for the periods indicated (in thousands, except per share dota):

Basic Presentation
Numerotor:
Net income
Denomingtor:
Weighted overage common shares
Adjustment for common shares subject to repurchase
Adjusted weighted average common shares

Basic net income per shore

Diluted presentation
Denominator;
Shares used above
Weighted overage effect of dilutive securities:
Stock options
Common shares subject to repurchase
Denormingtor for diluted calculotion

Diluted net income per shore

Year Ended December 31,

2004 2003 2002

$ 18,879 $ 8704 $ 3,410
60,687 58,363 56,996

- (19) (94)

60,687 58,344 56,902

$ 0.3) $ 05§ 0.06
60,687 58,344 56,902

4,058 3,864 3,613

- 19 9

64,745 62,207 60,609

$ 0.29 5 014 ¢ 0.06

The diluted per share computations for the years ended December 31, 2004, 2003 and 2002, excludes employes stock opfions to purchase 3.6

million, 4.6 million and 5.9 million shares, respectively, which were antidilutive.

11. Reloted Party Transactions

Revenues from an offiliate of a company in which two directors of the Company are also directors fotaled $1.6 million for the year ended December
31, 2002. There were no significant related party transoctions o receivobles with respect to such company or its affifiates in the years ended

December 31, 2004 and 2003.
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12. Quarterly Financial Summary {Unaudited)

Three Months Ended (in thousands, except per share dato)
Dec. 31 Sep. 30 fun. 30 Maor. 31 Dec. 31 Sep. 30 Jun. 30 Mor 3t

2004 2004 2004 2004 2003 2003 2003 2003
Statement of Income Data;

Net revenues $ 35762 530,092 5 26811 S 24913 S 23049 S 2635 S 2003 518813
Gross profit 78,253 23,874 21,228 19,863 17,928 16,894 16,263 15,504
Income before income tfaxes 9,330 6,610 5,142 4,260 3,324 3,226 3,286 2,126
Net income 7,572 4,739 3,546 3,022 2,313 2,413 2,466 1,512

Forning per share:
Basic S 012 0§ 008 S 006 S 005 S 004 S5 004 S5 04 S 003

Diluted $ 01 S 007 S 006 S 005 S 004 S5 004 S 004 S 002
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